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reliance on this figure. First, there is no evidence that Ellison, Henley, or
Minton gave substantive weight to prior quarter conversion ratios in 3Q 01.
Rather, the evidence is clear that the key financial executives looked
primarily to 3Q 00 as the best predictor for what percentage of the Pipeline
Oracle would convert in 3Q 01. Second, as noted above, even if the lower
2Q 01 conversion rate was applied to the January 15,2001 Pipeline, Oracle
was on track to produce License Revenue growth of "about 25%."
Put bluntly, as of the time Ellison actually instructed his broker to
begin selling shares, Oracle's Best Estimate was that it would meet the
Market Estimates and the most current Pipeline Report (which he did not
see) also supported that proposition.
Ellison's broker actually began to trade on January 22. That day
Minton produced another Best Estimate. Again, that Estimate indicated
license revenue growth of
that Oracle would earn 12.06 cents and achieve
72
29%, both beating the Market Estimate.
On January 29, Minton produced her final Best Estimate for January.
For the first time, that Estimate projected that Oracle would not earn a full
12 cents per share, but instead would earn 11.58 cents per share. For
reporting purposes, however, the 11.58 cents per share would be rounded
up to 12 cents. In keeping with her revision to earnings, Minton reduced
her Best Estimate of license revenue growth to 24%-an Estimate that falls
17
squarely within the definition of "about 25%' in the Market Estimate.
The January 29 Best Estimate was generated on a Monday. That day and
the following two days ending January 31 completed Ellison's trading.
It bears emphasis that throughout the entirety of January, Oracle's
sale units did not reduce the estimates they provided to Minton-these held
firm throughout the month-and they continued to provide her with a basis
to believe that the Market Estimates would be met. That is, although the
sales units became less bullish as they knew more about how the quarter
was shaping up, they did not provide input that suggested that Oracle would
not be able to make its numbers. Oracle's best predictor, Minton, took this
input seriously and applied her judgment to produce reduced Best
Estimates that reflected her evaluation of the additional information she
gleaned as the month progressed. But her increased pessimism has to be
kept in perspective. Minton did not come to believe that Oracle would fall
materially short of the Market Estimates. She came to believe that Oracle

month. PC 6. Thus, the plaintiffs' emphasis on 2Q 01 undercuts their insistence that December
2001 had predictive significance.
2000 and January
172DX 26 (1/22/01) Upside Report.
73
' The term "about 25%" bespeaks caution because it implies a range. I need not
decide how capacious that range is because 24% is so clearly within it.
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would more or less achieve the Market Estimates exactly.17 4
Given this record, it is impossible for a rational mind to infer that
Ellison possessed material, adverse information at the time he instructed his
broker to sell shares on January 19, or at the time when he actually sold
shares from January 22 to January 31, 2001. As of those dates, Oracle's
estimated Pipeline, if converted at reasonable rates consistent with past
relevant experience at the company, was sufficient for the company to meet
the Market Estimates. As of those dates, Oracle's most accurate predictor
of company performance was estimating that the company would achieve
the Market Estimates. As of those dates, there is no evidence that any
Oracle executive told Ellison or Henley that the company would fall
materially short of the Market Estimates.
Because there is no rational basis to infer that Ellison possessed
material, nonpublic information at the time he traded, he is entitled to
summary judgment on the plaintiffs' Brophy claim.
3. The Post-February Events And Information Buttress The Conclusion
That Ellison and Henley Are Entitled To Summary Judgment
On this record, there is no rational basis to infer that Ellison was
aware of the actual results for January 2001 until after he had finished
trading. The January Flash Report was not circulated until February 8,
2001.
By February 8, 2001, another Minton Estimate had been produced.
The February 5 Best Estimate predicted that Oracle would earn 11.29 cents
per share and achieve license revenue growth of$1.26 billion. 75
' While this
was short of the Market Estimates, it was not short by much. Moreover, a
Pipeline Report came out the same day. Although the Pipeline growth was
down to 32% from the prior January 15 Pipeline Report, the Pipeline was
sufficient that, if converted at the 3Q 00 rate, Oracle would still have
17 6
exceeded the Market Estimates.
The January Flash Report reported the actual results for the first two
months of the quarter. Again, the plaintiffs want to look at that Report as
if Covisint did not exist. But it did. With Covisint, Oracle had achieved
33% of the license revenue needed to meet the Market Estimate. In 3Q 00,

74
'17 5See

DX 25-27.
DX 28.
' Tle plaintiffs argue that the steep decline in the Pipeline from December to January
was itself material. But Oracle's Pipeline had also dropped in the first two months of 1Q 01 and
76

2Q 01 and Oracle made each quarter. PC 77; see also DC 37. Most important, in 3Q 01 the
Pipeline was, at all relevant times, sufficient for Oracle to either exceed, meet, or not fall
materially short of the Market Estimates, assuming historical conversion rates.
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Oracle produced 67% of its revenue in the third month.' If Oracle did the
same in 3Q 01, its first two month results were sufficient to enable it to
meet the Market Estimates.'7 8 And if Oracle produced at a lower level in
the third month-such as 64.5%, the average of the last two years'
performance in the last month of a third quarter' 7 9-Oracle would have
reached 97.5% of the Market Estimates, hardly a material shortfall.' 8 ° Even
assuming that Ellison had digested the January results before they were
actually provided to him--an assumption for which there is no rational
basis-the January Flash Report does not support an inference of
materiality. This is especially so when the very next Best Estimatecreated on February 12, 2001-increased, projecting Oracle would earn
11.58 cents and produce $1.265 billion in License Revenue-figures that
meet the Market Estimate as to earnings and, with a 21% forecasted
increase in license revenue, would arguably fall within the range implied
by "about 25%," and certainly would not miss it materially.
What happened in the rest of the quarter is quite telling. Minton's
Best Estimate on February 26 had become more pessimistic, projecting
earnings of 11.19 cents and license revenue of $1.257 billion.' 8 ' These
figures fell short of the Market Estimates but not by a material amount as
to earnings (less than a full penny) and not drastically as to license revenue
growth (20% as compared to "about 25%").
In the few days that remained in the quarter, however, the bottom fell
As
discussed previously, Oracle's sales units drastically reduced their
out.
estimates, as prospective customers deferred spending decisions because
of a softening economy. The e-mail communications and other evidence
of angst over this at the sales units is unrebuttedly unfeigned. Within a day
or so, Minton had to reduce her estimate down to 10.07 cents based on a
correspondingly dramatic reduction in estimated license revenue. Even
with that reduction, Oracle would have a record quarter but would fall
materially short of the Market Estimates. But no rational person could infer
from this record that Oracle could have or did predict this seismic shift in
its quarterly fortunes. Given the historically conservative approach of the

177PC 1; see also DiGhetaldi Aff. Ex. 6.

' 78In the prior quarter, 2Q 01, Oracle generated 74% of its license revenue in the last
month. DC 1; PC 1. It did so again in 4Q 01. And in IQ 01, it generated 66/dd. All of these
figures demonstrate that achieving 67% of the 3Q 01 Market Estimates in February 2001 would
have been fully consistent with prior experience.
9
' DiGhetaldi Aff. Ex. 6.
1801n the prior 22 quarters, Oracle had generated an average of 32% of its quarterly
revenue in the first two months. Regan Aft. Ex. K. at 61722-27. Again, this shows that it would
not have taken any unprecedented last month performance for Oracle to have met the Market
Estimates.
',"DX 32.
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Oracle sales units and Minton to projecting performance, it is implausible
that either source of information wished to sandbag top management. The
sales units' apologetic communications reflect their embarrassment at their
failure to foresee the last-minute erosion.
The unprecedented nature of what happened is highlighted by
Oracle's plummeting Pipeline Conversion Rate for 3Q 01-which ulti18 2
mately came in at levels well below any Oracle had recently experienced.
Had Oracle converted the Pipeline as estimated in early February even at
the 2Q 01 rate the plaintiffs suggest-as opposed to the 3Q 00 rate that
Oracle executives actually focused on-then Oracle would have been
83
within range of the Market Estimates.
In the end, the plaintiffs ask me to adopt a Monday-morning
quarterback approach to materiality. Because 3Q 01 went bad, it must have
been reasonably foreseeable at the time. But there is no basis for a rational
mind to accept that proposition. Minton didn't see it coming. The Oracle
sales units didn't see it coming. And there is no evidence that Henley or
Ellison saw it coming. Not only that, as Oracle points out, other companies
in the same industry ended up in a similar predicament in the same general
time period, and attributed their failure to meet market expectations to lastminute customer decisions not to close end-of-quarter deals. Although the
plaintiffs say that Oracle should have foreseen that it would be hit by this
phenomenon eventually, they have not pointed to information that reliably
foretold that Oracle's sales units would be faced with a last-minute wave of
customer reluctance in the final days of 3Q 0l."
Before concluding my discussion of materiality, it is worth
considering the nature of the disclosure Oracle would have had to make in
late January if it wished to inform the market of the information that the
plaintiffs find material. That disclosure would have told the public that
while Oracle still expected to meet the Market Estimates for earnings per
share and license growth, it had to remind the public that the economy was
weakened, that Oracle's pipeline (while still sufficient to enable Oracle to
achieve the Market Estimates using the 3Q 00 conversion rate) was down
from December levels and that there was less reason to believe that Oracle

82

1

See Defendants' Oral Argument Charts, S71-S75 (derived from PC 52 & 53).

1831d.

'84The fact that the defendants finish trading a full month before 3Q 01 distinguishes
this case from those involving defendants who had very late quarter information that the
company was trailing its estimates. E.g., SEC v. Truong, 98 F. Supp. 2d 1086, 1100 (N.D. Cal.
2000) (finding that where the company had frozen head count and implemented an expense
control program because the outlook for the quarter was behind plan eight days before quarter's
end, the evidence raised ajury issue of materiality "because a reasonable investor could consider
it material that [the company] was behind plan so late in the quarter").
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could materially exceed the Market Estimates, and that Oracle's ability to
make its quarter would, as always, largely be determined by its last month
performance. This would have been a very odd disclosure, indeed. And if
that sort of disclosure would have been material, then Oracle insiders
possessed material, nonpublic information in several prior quarters during
which it was unclear from Oracle's early quarter performance whether it
would make the quarter and, despite that, it later did. To hold that material,
nonpublic information exists whenever it appears, based on early quarter
results and estimates of sales pipelines, that there is some uncertainty about
whether a company will hit its public earnings and revenue estimates would
do little to protect investors and do much to impede the ability of
corporations to consummate transactions and prevent insiders from having
fair opportunities to buy and sell shares. For reasons just like this, Shaw
adopted a materiality standard that requires a demonstration that the
nonpublic information reliably showed that the company would depart from
public expectations in an extreme way. In this case, at the time of the
trades, there was no nonpublic information that demonstrated that Oracle
would depart from the Market Estimates in any way.
VH. The Plaintiffs Have Also Failed To Produce Sufficient Evidence
Of Scienter To Avoid Summary Judgment
In the briefs, the parties engage an interesting debate under federal
law. That debate centers on what is required to prove scienter under the
federal securities law." 5 Some precedent suggests that the plaintiff must
show that the defendant not only knowingly possessed material
information,'86 but also convince the fact-finder that the material
information actually motivated, in whole or in part, the defendant's
trading.' 8 7 Other precedent is sympathetic to the view that if a defendant
trades while in knowing possession of material, nonpublic information,

' 85For an interesting discussion of the debate about this issue, see Allan Horwich,
Possession Versus Use: Is There a CausationElement in The Prohibitionon InsiderTrading,52
Bus. Law 1235 (1997).
'61In its history, the SEC has argued on both sides of this debate, but in recent decades
it has argued that trading while in knowing possession of material, nonpublic information is, in
itself, a violation of Rule 10(b)(5). See SEC v. Adler, 137 F.3d 1325, 1332-39 (11 th Cir. 1998)
(describing and addressing the SEC's long-standing position to this effect).
187E.g., UnitedStates v. OHagan,521 U.S. 642,651-52 (1997) (describing traditional

insider trading liability as, "Rule lob-5 [is] violated when a corporate insider trades in the
securities of his corporation on the basis of material, nonpublic information"); Dirks v. SEC, 463
U.S. 646, 664 n.23 (1983) ("[V]iolation may be found only where there is intentional or willful
conduct designed to deceive or defraud investors.").
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then a violation is proven.' 8 8 Other cases elide this divide, by requiring a
finding that the trades were motivated, in whole or in part, by the nonpublic
information but also concluding that in civil cases an inference of such
motivation arises from knowing possession,'89 an inference that supports a

jury verdict to that effect or the denial of a summary judgment motion by
the defendant. This interesting back-and-forth is important. under the
federal securities laws, especially because of recent reforms that require
that even a complaint state with particularity facts giving rise to a strong
inference that the defendant acted with scienter. 9 °
Here, these complexities are not as important for an obvious reason.
There is no rational basis to conclude that Henley or Ellison possessed
material, adverse information at any relevant time. If there is something
like "less than zero" outside of Elvis Costello's music, then there is even
less reason to infer that Henley or Ellison "knowingly" possessed material,
adverse information. The record is wholly devoid of any basis to suspect
that either of them believed that Oracle would materially fall short of the
Market Estimates as of the time of their trades. To the contrary, there is
every reason to conclude that each thought Oracle would, at the times
relevant to their respective trading decisions, hit the target.
The plaintiffs, of course, make much of what they see as
inconsistencies or inaccuracies in Ellison's testimony. Although Ellison's
deposition and interview testimony reveals at times a lack of precision, the
only rational inference that can be drawn from his testimony is that he was
at times over-bullish. Importantly, despite a vast record, there is no
evidence that could suggest to a rational mind that Ellison was a false
optimist whose sunny outlook masked a genuinely darker view of Oracle's
future. When considered in isolation or along with the other testimonial
and documentary evidence, Ellison's testimony does not rationally suggest
scienter. His overall story coheres and his failure to remember certain
details with precision at all times is understandable.
Nor do the objective facts about Henley and Ellison's trades create
any rational inference of scienter. As to Henley, his trades were timed to
occur early in a quarter, at a time when Oracle's Best Estimate was that it
would beat the Market Estimates. His trades were in keeping with a pattern
of diversification and his decision to trade in a new calendar (and therefore

'E.g., In re OxfordHealth Plans,Inc., 187 F.R.D. 133, 143 (S.D.N.Y. 1999) (trading
while in "knowing possession" sufficient to violate federal law) (citing U.S. v. Teicher, 987 F.2d
112, 120 (2d. Cir. 1993)) (containing strong dictum in favor of the view that knowing possession
is sufficient to prove a violation).
' 89 SEC v. Adler, 137 F.3d 1325, 1340-42 (11 th Cir. 1998); SEC v. Lipson, 278 F.3d
656, 661 (7th Cir. 2002).
15 U.S.C. § 78u-4(b)(2).
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tax) year was motivated by proper, non-suspicious financial considerations.
Finally, Henley sold only 7% of his Oracle position, leaving him a huge
stake in the company.' 9'
As to Ellison, the picture is only clouded by his huge wealth.
Because Ellison's ownership interest in Oracle was so substantial, his sales
generated nearly a billion dollars in proceeds even though they involved
only 2% of his Oracle shares. 92 Although it is difficult to slight nearly a
billion dollars, that figure must be considered in the context of Ellison's
remaining net worth, which was many, many times more enormous, and in
light of the reality that Oracle was not Webvan or Enron--Oracle made and
still makes real products that sell for real profits. There is therefore no
rational basis to believe that, by making large sales when he did, Ellison
was fleeing disaster or seeking to make an unfair buck at the expense of the
trading public. Rather, the record is clear that Ellison had only three
windows left (including 3Q 01) to exercise a large number of options. The
record is also clear that Ellison's financial advisor had been urging him to
sell some shares to pay down debt for some time and that Ellison had
tarried.
The plaintiffs try to turn that delay into a rational basis for suspicion
about Ellison's motives. But their argument comes across as the ravings of
conspiracy theorists, who weave tales out of nothing. 193 In their brief, the
plaintiffs actually suggest that the limited number of windows left for
Ellison to exercise his options was not a rational motivating factor because
Ellison, if necessary, could have simply let them expire worthless. That is
silly.
Likewise, the plaintiffs try to take Ellison's words out of context by
claiming that he lacks credibility because he testified that he was not
motivated by a desire to reduce debt in deciding to sell. What Ellison
indicated was quite sensible: he had a large number of expiring options that
would, when exercised, trigger a huge tax liability and require him to sell
shares. Because he would have to enter the market to sell in order to

.9 See Guttman v. Huang, 823 A.2d 492, 503 n.20 (Del. Ch. 2003) (finding that the
fact that defendant retained the bulk of his shares cuts against inference of scienter); Rattnerv.
Bidzos, 2003 WL 22284323, at *12 (Del. Ch. Sept. 30, 2003) (holding that the size of sales is
relevant to determining whether directors who traded faced a sufficient likelihood of liability
under Brophy and could be considered in determining whether directors were disinterested for
demand excusal purposes).
2In re Oxford Health Plans, Inc. , 187 F.R.D. 133, 140 (S.D.N.Y. 1999) ("Large
volume trades may be suspicious but where a corporate insider sells only a small fraction of his
or her shares in the corporation, the inference of scienter is weakened.") (citing Acito v. IMCERA
Group, Inc., 47 F.3d 47, 54 (2d Cir. 1995)).
1931do not fault the plaintiffs' able and articulate counsel, as zealous advocates, for
making this strained argument, but neither do I shrink from candidly describing its force.
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exercise his options, it was a prudent time to finally take his financial
advisor's advice to diversify his holdings and to reduce some debt while he
was in the market. Therefore, Ellison has advanced entirely reasonable,
non-suspicious reasons for his trades. Furthermore, the precise timing of
Ellison's trades-coming immediately after his advisor returned from
vacation and within the middle of a quarter when he was least likely to
possess material information-is not suggestive in any manner of scienter.
In sum, however wealthy Ellison is and however envious that may
make some, the fact remains that Ellison sold only 2% of his Oracle
holdings.' 94 Ellison remained the person with more equity at stake in
Oracle than anyone anywhere. Plaintiffs continually emphasize the nearly
$1 billion that he made on the sale, but ignore the roughly $18.9 billion in
equity that he lost in the ensuing share price collapse.'95 The idea that he
would jeopardize his own reputation and that of Oracle by trying to make
illicit trading profits does not rationally emerge as a possible inference
from this record, especially when the Best Estimates and Pipeline Reports
he was receiving did not give him any rational basis to suspect that Oracle
would fall materially short of the Market Estimates.
For all these reasons, I do not believe that a rational mind could draw
an inference of scienter from this record regarding either Henley or Ellison.
Therefore, for this independent reason, the plaintiffs' Brophy claim must be
dismissed.
VIII. Conclusion
The defendants have demonstrated their entitlement to summary
judgment. The plaintiffs' claims are therefore dismissed with prejudice,
with the exception that their breach of contract claim is dismissed without
prejudice to the prosecution of that claim in the pending California
derivative action. Each side to bear its own costs.
IT IS SO ORDERED.

1
See Guttman v. Huang, 823 A.2d 492,503 n.20 (Del. Ch. 2003); Rattner v. Bidzos,
2003 WL 22284323, at *12 (Del. Ch. Sept. 30, 2003).
95
Ellison sold 29 million of his 1.39 billion shares leaving him with approximately
1.361 billion shares. He sold the 29,084,576 shares for $894,786,059 in gross proceeds, an
average of 30.76 per share. On March 2, 2001, Oracle closed at $16.87 per share, $13.89 below
Ellison's average sale price. Multiplied by the 1.361 billion shares he still owned, this drop
amounted to $18.9 billion. Even measuring from the $21.37 close on March 1 before the
announcement of the quarter's results, the $4.5 drop in share price equated to a $6.1 billion dollar
one-day loss in equity value.
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ORMAN v. CULLMAN
No. 18,039
Court of Chancery of the State of Delaware,New Castle
October 20, 2004
Joseph A. Rosenthal, Esquire, and Carmella P. Keener, Esquire, of
Rosenthal, Monhait, Gross & Goddess, P.A., Wilmington, Delaware;
Stephen A. Whinston, Esquire, and Elizabeth W. Fox, Esquire, of Berger
& Montague, P.C., Philadelphia, Pennsylvania, of counsel, for plaintiff.
Raymond J. DiCamillo, Esquire, Becky A. Allen, Esquire, and Titania R.
Mack, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; John
J. Kirby, Jr.,, Esquire, Blair G. Connelly, Esquire, and Jennifer C. Meyer,
Esquire, of Latham & Watkins, New York, New York, of counsel, for
defendants.
CHANDLER, Chancellor

This case is about a merger transaction in which one tobacco
company, Swedish Match AB, purchased an equity stake in another tobacco
company, General Cigar Holdings, Inc. Members of the Cullman family
are the controlling shareholders of General Cigar. Swedish Match did not
purchase control of General Cigar, as it wanted the Cullmans to continue
managing the company after the merger.
Although Swedish Match paid a significant premium above the
market price for the public shares in General Cigar, plaintiff Joseph Orman
sued the General Cigar board of directors for breach of their fiduciary
duties in negotiating the merger terms. In earlier stages of this lawsuit, the
Court has dismissed certain claims and has permitted others to go forward.
After an extended period of discovery, defendants have renewed their
motion for summary judgment on the remaining breach of fiduciary duty
claim. Defendants contend that a fully informed vote of a majority of the
public shareholders in favor of the merger operates to extinguish plaintiffs
claim. This contention raises the following question: Were the General
Cigar public shareholders impermissibly coerced to vote for the merger
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because of a lock-up provision required by Swedish Match as part of the
transaction?
The answer to this question, in my opinion, is no. The undisputed
facts demonstrate that the lock-up did not coerce the public shareholders to
approve the merger for reasons unrelated to its merits. Public shareholders
of General Cigar retained full authority to veto the transaction, the board
had negotiated an effective fiduciary out, and any interested third party was
free to purchase the publicly owned shares of General Cigar. For these and
other reasons set forth later in this Opinion, I will enter summary judgment
in favor of defendants and against the plaintiff.
I. BACKGROUND
General Cigar Holdings, Inc. was founded in 1906 by the Cullman
family. General Cigar became a public company through an IPO in
February 1997 at an IPO price of $18.00 per share. The prospectus issued
in connection with the IPO informed potential investors that certain
members of the Cullman and Ernst families (the "Cullmans") would "have
substantial control over the Company and may have the power.., to
approve any action requiring stockholder approval, including . . .
approving mergers."' The Cullmans' control over General Cigar was by
virtue of their exclusive power over the Company's Class B common stock,
which is entitled to ten votes per share.2 Following the IPO, the Company's
stock traded as high as $33.25 per share.3 Throughout 1998 and 1999,
however, the stock traded as low as $5.50 per share.4
At the end of April 1999, General Cigar sold part of its business to
Swedish Match AB.5 Later that year, Swedish Match contacted the
Company to discuss "acquiring a significant stake" in General Cigar's
business.6
In November 1999, the Company's board authorized
management to pursue discussions with Swedish Match.7 On December 2,
1999, Edgar Cullman Sr., General Cigar's chairman, informed the board
that he and Edgar Cullman Jr., the Company's CEO, were meeting with a
representative of Swedish Match in London to discuss an acquisition.' At
the early December meeting in London, Swedish Match expressed a high
'Affidavit of Becky A. Hartshorn ("Hartshorn Aff."), Ex. A at 15 ("IPO Prospectus").
1d.
General Cigar Amended Form 10-K/A filed March 24, 2000 at 12 ("2000 10-K").
41d.
5
1d.
6
Affidavit of Edgar Cullman, Jr. ("Cullman Aff.") 1 2.
7
1d.; Hartshorn Aff., Ex. B at 9-10 ("Proxy Statement").
8
Affidavit of Carmella P. Keener ("Keener Aff."), Ex. 3 ("Dec. 2, 1999 Board
2
3

Minutes).
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level of interest in making an equity investment in General Cigar.9 Swedish
Match also indicated that "they wanted Edgar M. Cullman, Sr. and Edgar
M. Cullman, Jr. to maintain management responsibility and day-to-day
control of General Cigar."' Swedish Match's interest, and desire to have
the Cullmans remain in control of General Cigar, was reaffirmed at
meetings in New York from December 19-21, 1999." At these meetings,
General Cigar made their management available
in order to permit Swedish
2
Match to begin their due diligence process.'
Given the continuing interest of Swedish Match, General Cigar's
board created a special committee to advise and make recommendations to
the full board concerning any transaction with Swedish Match. 3 The
special committee consisted of Dan Lufkin, Thomas Israel, and Francis
Vincent, Jr.'4 The chairman of the special committee, Lufkin, believed it
was the committee's responsibility to ensure that the public shareholders 5
were "fairly represented."1 6 Although the special committee was charged
with advising the board regarding any transaction with Swedish Match, it
was not authorized to solicit offers by third parties. 7 The special committee
also did not negotiate directly with Swedish Match." Instead, the
negotiations were conducted primarily by Peter J. Solomon Company
Limited, an investment company owned by a member of the Company's
board, Peter Solomon. 9 The special committee retained Wachtell, Lipton,
Rosen & Katz ("Wachtell") to serve as legal counsel to the committee.2"
The special committee also retained Deutsche Bank Securities Inc.
("Deutsche Bank") to render a fairness opinion on any proposals made by
Swedish Match.2

9

Proxy Statement at 10.
10 d.
" d. Dan Lufkin, a member of the General Cigar board, testified that Swedish Match
had "no interest in buying this company without the Cullmans." Deposition of Dan W. Lufkin
("Lufkin Dep.") at 75. The Cullmans also indicated their desire to retain the majority of their
equity in the Company and to continue controlling day-to-day operations. Proxy Statement at 10;
Cullman Aff.
4.
12Proxy Statement at 10.
3
4Cullman Aff. 1 3; Proxy Statement at 10.

1 Cullman Aff. 3.

15 use the phrase "public shareholders" to refer to those shareholders unaffiliated with
the Cullmans or General Cigar. Although not a "minority," the public shareholders did not
exercise voting
control due to the Cullmans' control over the Company's Class B Common Stock.
16Lufkin Dep. at 27.
7
Proxy Statement at 10.
18

d.

"gLufkin Dep. at 21.
°Lufkin Dep. at 23; Proxy Statement at 11.
2
2

'Lufkin Dep. at 61; Proxy Statement at 11.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 30

During the negotiations that led to the merger, Swedish Match
required that the Cullmans enter into a stockholders' voting agreement.22
"Under that agreement, the Cullmans agreed not to sell their shares, and to
vote their shares against any alternative acquisition proposal for a specified
period following any termination of the merger between Swedish Match
and General Cigar. '2 3 According to Swedish Match's CFO:
A central purpose of the voting agreement was to protect
Swedish Match against the risk that the Cullmans or General
Cigar would "shop" Swedish Match's offer to other potential
bidders. Because the Cullmans held a controlling interest in
General Cigar, the voting agreement would prevent an
alternative bidder from acquiring control of General Cigar
during the specified period if the merger did not go forward.
This protection was particularly important to Swedish Match
because the merger agreement did not contain a termination
fee or expense reimbursement provision.24
Swedish Match originally asked that the Cullmans agree to a restricted
period of three years. This was rejected. 25 The restricted period was later
negotiated down to one year.26
Drafts of the merger agreement and the voting agreement were sent
to the Cullmans and the special committee on January 18, 2000.27 These
drafts reflected a potential transaction structure in which the Cullmans
would sell approximately one third of their equity interest to Swedish
Match at a price of $15.00 per share followed by a merger into a Swedish
Match subsidiary in which public shareholders would also receive $15.00
per share.28 The voting agreement circulated on January 18 contained a
requirement that the Cullmans not sell their shares, and to vote their shares
against any alternative acquisition proposal, for one year following any
termination of the merger agreement between Swedish Match and General
Cigar.29 Following the merger, General Cigar would be owned 64% by

"Declaration of Sven Hindrikes ("Hindrikes Dec.") 1 2. See also Cullman Aff. 1 4
("Swedish Match insisted upon some form of deal protection"); Lufkin Dep. at 84 ("there would
have been no merger without lockup").
"Hindrikes
Dec. 2.
24

1d. 3.
'Id. V 4-5
261d.

6.

27Id.
28

Id.; Proxy Statement at 11; Keener Aff., Ex. 8 ("Jan. 19,2000 Spec. Comm. Mins.").
2'id. The transaction also contained put and call arrangements whereby the Cullmans
would be able to sell and Swedish Match would be able to buy General Cigar stock after a period

2005]

UNREPORTED CASES

Swedish Match and 36% by the Cullmans.3 ° The Cullmans, specifically
Edgar Cullman Sr. and Edgar Cullman Jr., however, would remain in
control of the Company.3"
The special committee met on January 19, 2000.32 Wachtell and
Deutsche Bank attended the meeting. At this meeting, Lufkin informed the
full committee that Swedish Match agreed to increase the price paid to the
public shareholders to $15.25 per share.33 In exchange for this slightly
higher offer, Swedish Match required the Cullmans to increase the
restricted period under the voting agreement from twelve to eighteen
months. 4 Deutsche Bank made a presentation at the meeting and opined
that from a financial point of view the offer price of $15.25 per share was
After Deutsche Bank's presentation,
fair to the public shareholders.3
discussion ensued, and the special committee voted unanimously to
recommend that the full board approve the merger.36 After the special
committee's meeting, the full board met, approved the merger, and the
relevant documents were signed by all parties on the evening of January 19,
2000."7 A public announcement was made the following day.38
As noted earlier, the voting agreement between the Cullmans and

of years for prices above $15.00 per share, depending upon sales of the Company. Lufkin Dep.
at 28.
30
Proxy Statement at 1.
3
Proxy Statement at 23-24. This Court has already determined that the transaction
did not involve a sale of control. Orman v. Cullman, 794 A.2d 5, 42 n.1441 (Del. Ch. 2002).
32
Jan. 19, 2000 Spec. Comm. Mins. The committee previously met on December 29,
1999. Id. 33
1d. The chairman of the special committee, Lufkin, testified that he was "totally
satisfied" with the $15.00 per share offer, but asked for another $0.25 because the committee felt
[its] keep." Lufkin Dep. at 76.
it "had to earn
34
Jan. 19, 2000 Spec. Comm. Mins. Plaintiff argues that it is an issue of fact whether
or not the extra $0.25 was a trade off for the extra six months of lock-up because Lufkin did not
recall the connection in his deposition. See Lufkin Dep. at 72. Actually, Lufkin's testimony was
that he did not recall the connection "as being a significant issue." Id. Moreover, a failure to
remember an event is not a specific denial that an event occurred for purposes of summary
judgment. Hideout Records & Distribs.v. El Jay Dee, Inc., 601 F. Supp. 1048, 1053 (D. Del.
1984). Regardless, the record reflects that the extra $0.25 and the extra six months were
connected. See Cullman Aff. 1 6 ("In return for the increased payment to the unaffiliated
shareholders, Swedish Match required that the Cullman family agree to increase the restricted
period under the voting agreement from 12 to 18 months."); Hindrikes Dec. 7 ("Swedish Match
agreed [to the increased payment], but in exchange required that the Cullman family agree to
increase the restricted period under the voting agreement from 12 months to 18 months."); Proxy
Statement at 11 ("[I]n connection [with the increased payment], the Family agreed to increase
from twelve to eighteen months the period they would be prohibited from pursuing other
transactions.").
35
Jan. 19 2000 Spec. Comm. Mins.
36
d. Proxy Statement at 8-11 (discussing merger background).
37
Proxy Statement at 11.
38
1d.
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Swedish Match required that the Cullmans vote their Class B shares,
constituting a majority of the voting power of the Company, in favor of the
merger and against any alternative acquisition of the Company for eighteen
months after termination of the merger agreement.3 9 The voting agreement,
however, reveals that the Cullmans were bound only in their capacities as
shareholders and that nothing in the voting agreement limits or affects their
actions as officers or directors of General Cigar. 4° Moreover, the merger
agreement permitted General Cigar's board to entertain unsolicited
acquisition proposals from potential acquirers if the board, upon
recommendation by the special committee, concluded that such a proposal
was bonafide and would be more favorable to the pubic shareholders than
the proposed merger with Swedish Match.4 ' The agreement also permitted
the board to withdraw its recommendation of the merger with Swedish
Match if the board concluded, upon consultation with outside counsel, that
its fiduciary duties so required.4 2
On April 10, 2000, almost three months after the public
announcement of the Swedish Match transaction, General Cigar filed the
proxy statement relating to the shareholder vote on the proposed merger.
As expected, the proxy statement attached the merger agreement, the voting
agreement, and contained the background relating to the proposed merger.
The proxy statement also revealed (1) that the merger could not occur
without the approval of the merger by the Class A shareholders and (2) that
the Cullmans agreed to vote their shares of Class A common stock held by
them pro rata in accordance with the vote of the Class A public
shareholders.4 3 In other words, the merger could not proceed without
approval by a "majority of the minority."' The shareholder meeting was
held on May 8, 2000. The public shareholders, i.e., a majority of the
minority, overwhelmingly approved the merger.45

39

proxy Statement, Ex. D ("Voting Agreement") at 1.
4° 1d. at 4; Cullman Aff. 1 5.

4'Proxy Statement, Annex A ("Merger Agreement") § 6.4; Cullman Aff. 5.

42

Merger Agreement § 6.4; Cullman Aff.

43

Proxy Statement at 2.

5.

'As noted earlier, the public shareholders were a " minority" in terms of voting power.
But the provision in the agreement requiring the Cullmans to vote their Class A shares pro rata
in accordance with the public shareholders effectively gave the public shareholders a "veto"
power over the proposed transaction.
45Affidavit of Joseph Aird, Ex. F (submitted in connection with defendants' original
summary judgment motion, D.I. No. 36). The public shareholders approved the transaction by

a vote of 10,009,994 shares in favor to 24,686 against, with 9,353 abstaining. Id.
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II. ANALYSIS
A.

Summary Judgment Standard

Defendants are entitled to summary judgment if the evidence, viewed
in the light most favorable to plaintiff, shows that there are no genuine
issues as to any material fact and that defendants are entitled to judgment
The Court "may not weigh qualitatively or
as a matter of law.'
quantitatively the evidence adduced on the summary judgment record."47
Here, there are no material factual disputes. The only issue is whether on
this record plaintiff has a viable claim.
B.

Defendant's Basisfor Summary Judgment

In my March 2002 Opinion in this case, I held that all but one of
plaintiffs disclosure claims failed to state a claim under Court of Chancery
Rule 12(b)(6). 8 Defendants thereafter moved for summary judgment as to
that disclosure claim, arguing that the evidence did not support plaintiffs
remaining disclosure claim and that plaintiffs breach of fiduciary duty
claims should be dismissed based on the public shareholders' informed
approval of the merger. Plaintiff withdrew his remaining disclosure claim
and did not contend (then or now) that the proxy statement issued in
connection with the merger contained material misrepresentations or
omissions. Therefore, at that time, the only issue was whether the public
shareholders' fully-informed approval of the merger was legally sufficient
to dispose of plaintiffs fiduciary duty claims."
In opposition to defendants' summary judgment motion, however,
plaintiff raised the argument that the deal protection devices present here
were unreasonably coercive of the shareholder vote and, hence, the vote,
although fully-informed, could not extinguish plaintiffs fiduciary duty
claims. In my August 2002 Opinion, I denied defendants' motion for
summary judgment and stated:

'Court of Chancery Rule 56(c); CerberusInt'l v. Apollo Management, LP., 794 A.2d
1141, 1150 (Del. 2002).
47
Cerberus Int'l, 794 A.2d at 1150.
48Orman, 794 A.2d at 42. The disclosure claim that survived dismissal related to the
purported omission from the proxy statement of the fair market value of General Cigar's
corporate headquarters building in New York. Id.
49
See Marciano v. Nakash , 535 A.2d 400, 405 n.3 (Del. 1987) ("approval by
fully-informed.., disinterested stockholders... permits invocation of the business judgment
rule and limits judicial review to issues of gift or waste").
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The record at this point reveals little about the purpose of [the
18 month restricted period] or about how it came to be a term
of the merger proposal. It is certainly possible that further
discovery could show this provision to be a deal protection
measure for Swedish Match designed to prevent the Cullman
group and General Cigar from shopping Swedish Match's
offer. It is also possible, however, that the facts could be less
benign. The existence of this factual ambiguity leaves me no
choice but to deny this motion.50
After the parties engaged in additional discovery and developed the record
more fully, defendants renewed their summary judgment motion.
Accordingly, "the only issue left is whether the vote of the Class A
shareholders of General Cigar was tainted by improper coercion."5 '
C.

Plaintiffs Arguments

Although plaintiff has stated that the only issue is whether the
shareholder vote was tainted by improper coercion, he (somewhat
predictably) has raised two arguments ancillary to that issue that must be
addressed. I will discuss these two ancillary arguments first, and then turn
my attention to the coercion issue.
1.

The Special Committee

Plaintiff argues that the special committee provided no protection to
the Company's public shareholders because (1) the special committee
members "had personal motivations . . . unlike the motivation of the
average stockholder" 52 and (2) the committee had a "lackadaisical
attitude. " Both of these points are not well taken.
The Court's March 2002 Opinion concluded that plaintiff had not
alleged adequately that the special committee members were interested or
lacked independence.5 4 Even if I had not so ruled, "[tihe settled rule in
"0Orman v. Cullman, C.A. No. 18039, slip op. at 3 (Del. Ch. Aug. 16, 2002).
Pl.'s Answering Brief ("AB") at 9 (citing Orman, C.A. No. 18039, slip op. at 2). As
noted, there
is no validly pleaded disclosure claim.
52
AB at 12.
131d. at 13
"4Orman,794 A.2d at 26-28. The fact that Lufkin was a shareholder and profited from
the merger is not an indictment. On the contrary, it shows that his interests were aligned with
the public shareholders. Nor is it sufficient for plaintiff to attack Lufkin's role because of his
"friendship" with the Cullmans. Nothing in this record suggests that Lufkin could not exercise
5

judgment in accordance with his fiduciary duties in connection with his membership on the
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Delaware is that where a majority of fully informed stockholders ratify
action of even interested directors, an attack on the ratified transaction
normally must fail."'5 5 In addition, the functioning of the special
committee, even assuming it operated less than ideally, does not prevent the
fully-informed decision by a majority of the Company's public
shareholders, in the absence of gift or waste, from invoking the business
judgment rule.56 The plaintiff does not argue the merger amounted to gift
or waste (because the record, quite obviously, would not support such an
argument).
2.

The Voting Agreement

Apart from the coercion issue, plaintiff also argues that members of
the Cullman and Ernst families on General Cigar's board breached their
fiduciary duties "by entering into the voting agreement."" Plaintiffs
argument, which rests on a misapplication of ParamountCommunications,
Inc. v. QVC Network, Inc.58 and Omnicare, Inc. v. NCS HealthcareInc.,9
is without merit.
In Paramount,the Supreme Court noted that "[t]o the extent that a
contract, or a provision thereof, purports to require a board to act in such
a fashion as to limit the exercise of fiduciary duties, it is invalid and
In Omnicare, the Supreme Court made a similar
unenforceable."'
61 I do not question the general validity of these statements, but
observation.
they have no application here because in both cases the challenged action
was the directors' entering into a contract in their capacity as directors.
The Cullmans entered into the voting agreement as shareholders. Nothing
in the voting agreement prevented the Cullmans from exercising their
duties as officers and directors. For example, the Cullmans could have
voted, as directors, to withdraw their recommendation that the public

special committee. See Orman, 794 A.2d at 27.
55Michelson v. Duncan, 407 A.2d 211, 220 (Del. 1979) (quoting Gerlach v. Gillam,
37 Del. Ch. 244, 139 A.2d 591, 593 (Del. Ch. 1958).
56
Marciano,535 A.2d at 405 n.3. As described herein, however, the special committee
comported itself well, retaining skilled advisors and negotiating for an additional $0.25 on behalf
public shareholders.
of the Company's
57
AB at 10. Edgar Cullman, Sr., Edgar Cullman, Jr., John L. Ernst, and Susan R.
Cullman were on the General Cigar board and entered into the voting agreement.
58637 A.2d 34 (Del. 1994).
59818 A.2d 914 (Del. 2003).
'Paramount, 637 A.2d at 51.
6t
Contract provisions "cannot limit or circumscribe the directors' fiduciary duties."
Omnicare, 818 A.2d at 938.
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shareholders approve the merger. This factual distinction from Paramount
and Omnicare is meaningful.
62 the
In Bershadv. Curtiss-Wright Corporation,
Supreme Court held
that "a majority stockholder is under no duty to sell its holdings in a
corporation, even if it is a majority shareholder, merely because the sale
would profit the minority."6 3 This principle of Delaware law was more
recently recognized in PeterSchoenfeld Asset Management,LLC v. Shaw,64
where this Court observed:
A majority shareholder has discretion as to when to sell his
stock and to whom, a discretion that comes from the majority
shareholder's rights qua shareholder. This is true even when
a proposed transaction would result in the minority sharing in
a control premium.65
Nothing in Paramountor Omnicare displaces this longstanding principle.
In fact, Omnicarefound that "the stockholders with majority voting power
•..had an absolute right to sell or exchange their shares with a third party
66

at any price."

Plaintiffs challenge both to the voting and merger agreement's deal
protection mechanisms are more properly analyzed vis-a-vis the board's
decision to recommend that the Company's public shareholders approve the
merger and whether the shareholders' ensuing vote was improperly coerced.
This is the task to which I now turn.
3.

The Deal Protection Mechanisms

Although the parties have framed the Court's inquiry as relating only
to the issue whether the deal protection mechanisms "coerced" the
shareholder vote, plaintiff suggests that Omnicare requires a more taxing
process of judicial review. Whether the deal protection devices were
"coercive" now appears to be but one part of a larger analytical framework.
In Omnicare, the board of directors of NCS Healthcare, Inc.
approved a merger with Genesis Health Ventures, Inc. The deal was
"protected" with a three-part defense that included: (1) the inclusion
of a
62535 A.2d 840 (Del. 1987).
63
1d. at 845.
642003 Del. Ch. LEXIS 79 (Del. Ch. July 10, 2003), affd, 2003 Del. LEXIS 624 (Del.
Dec. 17, 2003)
(ORDER).
65
Id. at *9 (internal punctuation and citations omitted).
66818 A.2d at 938 (emphasis added). Omnicaredid not address the "general validity"
of stockholder voting agreements. Id. at 939.
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Section 25 1(c) provision in the merger agreement; 67 (2) the absence of any
effective fiduciary out clause; and (3) a voting agreement between two
shareholders and Genesis which ensured that a majority of shareholders
voted in favor of the transaction. After the merger was approved by the
board another suitor, Omnicare, Inc., forwarded a superior proposal. The
NCS board then reversed course, recommending that the NCS shareholders
vote against the Genesis merger. The NCS board's change of heart had no
practical effect, however, because the three deal protection mechanisms,
working in tandem, "guaranteed... that the transaction proposed by
Genesis would obtain NCS stockholder's approval., 61 "Because of the
approved by the NCS board," the Genesis merger was
structural defenses
"afait accompli.''69
A bare majority of the Supreme Court found that the tripartite deal
protection mechanism was invalid. The majority concluded that deal
protection devices, even when those devices protect a proposed merger that
does not result in a change of control, require enhanced scrutiny.70
Specifically, the Omnicare majority applied the two-stage analysis of
Unocal Corp. v. Mesa Petroleum Co.7" The first stage of the Unocal
analysis requires aboard to demonstrate "that they have reasonable grounds
for believing that a danger to corporate policy and effectiveness existed"
without such measures.7 2 The second stage of Unocal proceeds in two
steps: the board must establish that the deal protection devices are (1) not
coercive or preclusive and (2) within a range of reasonable responses to the
The analysis is
danger to corporate policy and effectiveness.73
disjunctive-if the deal protection devices are coercive or preclusive they
are not within a range of reasonable responses, but those devices may be
outside the range of reasonable responses even if not coercive or
preclusive.74
In Omnicare, the majority found that the NCS board's reasonable
grounds for believing there was a danger to corporate policy and
effectiveness were "the possibility of losing the Genesis offer and being left

67

Such a provision requires that a merger agreement be placed before a corporation's

stockholders for a vote, even if the corporation's board of directors no longer recommends it.
8 Del. C. § 251(c).
6818 A.2d at 918.

6Id. at 936.
70

1d. at 930.

71493 A.2d 946 (Del. 1985). The dissents irOmnicareby former Chief Justice Veasey

and current Chief Justice Steele argue that Unocal should not have applied, but rather the
rule. 818 A.2d at 943 (Veasey, C.J.), at 947 (Steele, J.).
business judgment
72
1d.
731d.
741d.
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with no comparable alternative transaction."75 Nevertheless, the majority
held that the deal protection devices were coercive and preclusive because
they accomplished a fait accompli, i.e., they "made it 'mathematically
impossible' and 'realistically unattainable' for ... any other proposal to
succeed, no matter how superior the proposal."7 6 The Unocal inquiry ended
there. But the Omnicare majority held "alternatively" that the NCS board
was required to negotiate a fiduciary out clause into the merger agreement
because the voting agreement and the Section 251(c) provision, in the
absence of a fiduciary out clause, resulted in an absolute lock-up of the
Genesis transaction.77 The Court reasoned that even though a majority of
shareholders (via the voting agreement) had agreed to support the merger,
the NCS board was nonetheless continually obligated to "exercise its
continuing fiduciary responsibilities to the minority stockholders."78
Applying the first stage of the Unocal analysis is simple in this case.
During the negotiations that led to the merger, Swedish Match "required"
some form of deal protection.79 If the special committee and full board had
not approved the inclusion of the deal protection devices, they risked losing
the Swedish Match transaction and being left with no comparable
alternative transaction. As in Omnicareitself, this is reasonable grounds
for believing that a danger to corporate policy and effectiveness existed.
Applying the second stage of the Unocal analysis is also
straightforward. Williams v. Geier ° provides the standard for determining
if deal protection measures are coercive.8" The measures are improper if
they "have the effect of causing the stockholders to vote in favor of the
proposed transaction for some reason other than the merits of that
transaction."82 An example of such impermissible coercion was found in
Lacos Land Company v. Arden Group, Inc.83 In Lacos Land, Arden's
principal shareholder and CEO made "an explicit threat ... that unless
[certain] proposed amendments were approved, he would use his power
(and not simply his power qua shareholder) to block transactions that may

75id.
76

1d. at 936.
77Id.
78

id.

"Declaration of Sven Hindrikes ("Hindrikes Dec.") 2. See also Cullman Aff. 4
("Swedish Match insisted upon some form of deal protection"); Lufkin Dep. at 84 ("there would
have been no merger without the lockup").

"0671 A.2d 1368 (Del. 1995).
"Plaintiff does not argue that the deal protection measures were "preclusive" under
Unocal; only "coercion" is at issue.
"2Williams v. Geier, 671 A.2d at 1382-83 (citations omitted).
13517 A.2d 271 (Del. Ch. 1986).
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be in the best interests of [Arden]."4 The threat to block transactions in the
best interest of Arden was unrelated to the merits of the proposed
amendments under consideration by the shareholders and constituted
impermissible coercion. The basic teaching of Lacos Land, as discussed
in Williams, is that fiduciaries cannot threaten stockholders so as to cause
the vote to turn on factors extrinsic to the merits of the transaction.85
Now, compare Lacos Land with Brazen v. Bell Atlantic
Corporation.6 In Brazen, Bell Atlantic and NYNEX Corporation
negotiated a merger agreement with a $550 million termination fee
provision that could be triggered if Bell Atlantic's shareholders voted not
to approve merger.87 The Supreme Court found that the termination fee
was "an integral part of the merits of the transaction. 8 The Court further
stated "although the termination fee provision may have influenced the
stockholder vote, there were no structurally or situationally coercive
factors' that made an otherwise valid fee provision impermissibly coercive
in this setting. '"89

Here, like Brazen, the deal would not have occurred without the
inclusion of deal protection mechanisms, i.e., the deal protection
mechanisms were "an integral part of the merits of the transaction."" But
the circumstances here are distinguishable from Lacos Land because
General Cigar's public shareholders were not encouraged to vote in favor
of the Swedish Match transaction for reasons unrelated to the transaction's
merits. Instead, the "lock-up" negotiated in this case is similar to the
termination fee found permissible by the Supreme Court in Brazen.9' That
is, nothing in this record suggests that the lock-up had the effect of causing
General Cigar's stockholders to vote in favor of the proposed transaction for

'Id.

at 276.

5

" See Williams, 671 A.2d at 1383 (explaining and distinguishing Lacos Land). In
Williams, the Supreme Court found that a shareholder vote was not impermissibly coerced where
the shareholders were informed (accurately) that failure to vote for a transaction could lead to
the corporation's stock being de-listed from the NYSE. Id.
86695 A.2d 43 (Del. 1997).

"Ild. at 46.
"I1d. at 50.

'Id. (quoting Brazen v. Bell Atlantic Corp., 1997 Del. Ch. LEXIS 44 (Del. Ch.
Mar. 19, 1997) (Chandler, C.)).
9Od.
91
Plaintiff also appears to argue that the board breached its fiduciary duty by failing
to negotiate for a break-up fee in lieu of the voting agreement lock-up. First, voting agreements,
of course, are perfectly legal. And nothing in the record indicated that Swedish Match would
have agreed to a different provision, such as a break-up fee. Second, there is no preference in
the law for one form of deal protection device over another. And third, how would a board
determine, in advance, that one particular form of defensive device, would be the "least coercive"
of any array of devices? Ultimately, this argument, in my opinion, leads nowhere.
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some reason other than the merits of that transaction. Furthermore, unlike
the situation in Omnicare, the deal protection mechanisms at issue in this
case were not tantamount to "afait accompli." The public shareholders
were free to reject the proposed deal, even though, permissibly, their vote
may have been influenced by the existence of the deal protection
measures.92 Because General Cigar's public shareholders retained the
power to reject the proposed transaction with Swedish Match, the fiduciary
out negotiated by General Cigar's board was a meaningful and effective
one-it gave the General Cigar board power to recommend that the
shareholders veto the Swedish Match deal. That is to say, had the board
determined that it needed to recommend that General Cigar's shareholders
reject the transaction, the shareholders were fully empowered to act upon
that recommendation because the public shareholders (those not
"locked-up" in the voting agreement) retained the power to reject the
proposed merger. 93 For these reasons, I conclude as a matter of law that the
deal protection mechanisms present here were not impermissibly coercive. 94
The last step of the Unocal analysis is a determination of whether the
deal protection devices were within a range of reasonable responses to the
danger to corporate policy and effectiveness.95 As mentioned, the danger
in this case was the risk of losing the Swedish Match transaction and being
left with no comparable alternative transaction. In fact, without the deal
protection mechanisms "there would have been no merger. '"96 General
Cigar's shareholders could have lost the significant premium that Swedish
Match's offer carried, no small concern given the uncertain future of the
tobacco business. 97 In addition, "the latitude a board will have in either

92
Plaintiff never addresses the deeper question of how it is fair to say that a minority
was coerced by a voting and ownership structure that was fully disclosed to the minority before
they bought into a corporation whose capital structure was so organized. In fact, the coercion
of which plaintiff complains is more properly understood as the coercion resulting from the fact
that the Cullmans owned a controlling interest. Surely it cannot be the case that whenever a
controlling93stockholder can vote against a sale the out voted'minority can assert a coercion claim.

Moreover, there was nothing in either the merger agreement or the voting agreement
to prevent a third party from making a tender offer for the publicly-held shares that Swedish
Match sought to acquire.

94The relevant question "is not whether a [proposal] is coercive, but whether it is
actionably coercive." Weiss v. Samsonite Corp., 741 A.2d 366, 372 (Del. Ch.), affd, 746 A.2d
277 (Del. 1999) (TABLE). "For the word [coercion] to have much meaning for purposes of legal
analysis, it is necessary in each case that a normative judgment be attached to the concept
('inappropriately coercive' or 'wrongfully coercive,' etc.)." Lacos Land, 517 A.2d at 277. The
line between "coercion" and "actionable coercion" is whether the vote to approve turned on
factors extrinsic to the merits of the transaction.
9
'Omnicare at 935 (quoting Unocal at 955).
"Lufkin Dep. at 83-84.
971d.
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maintaining or using the defensive devices it has adopted to protect the
merger it approved will vary according to the degree of benefit or detriment
to the stockholders' interests that is presented by the value or terms of the
subsequent competing transaction."98 Notably, there was no competing bid
for General Cigar; no alternative transaction was available to its
shareholders. General Cigar's board should therefore be afforded the
maximum latitude regarding its decision to recommend the Swedish Match
merger.
In sum, the argument that Omnicare applies in the circumstances
here is misplaced. The General Cigar board retained a fiduciary out,
allowing it to consider superior proposals and recommend against the
Swedish Match deal. Importantly, a majority of the nonaffiliated public
shareholders could have rejected the deal on its merits. Unlike Omnicare,
nothing in the merger or stockholder agreements made it "mathematically
certain" that the transaction would be approved. If the shareholders
believed $15.25 per share (a 75% premium over the market price) did not
reflect General Cigar's intrinsic value (and the market also misunderstood
that value), they could have said, "no thanks, I would rather make an
investment bet on the long term prospects of this company." These
shareholders were fully informed about the offer. They knew that no other
offer or potential buyer had appeared, although nothing prevented it. They
knew that no termination fee would be paid if they rejected the proposal.
It is true, as plaintiffs repeatedly point out, that the Cullman vote against
any future, hypothetical deal was "locked-up" for 18 months. It was this
deal or nothing, at least for that period of time.99 Again, however, no other
suitor was waiting in the wings. And, assuming a shareholder believed that
General Cigar's long term intrinsic value was greater than $15.25 per share,
was an 18 month delay a meaningful "cost" that could be said realistically
to "coerce" the shareholders' vote? The Cullman lock-up hardly seems
unreasonable, given the absence of other deal protection devices in this
particular transaction and given the buyer's understandable concern about
transaction costs and market uncertainties. Unless being in a voting
minority automatically means that the shareholder is coerced (because the
minority shareholder's investment views or hopes have been precluded by

98

Omnicare, 818 A.2d at 933. I pass over the practical difficulty implied by this
balancing test: how can a board know, at the time of adopting defensive devices, the terms of a
transaction that emerges at a later time? As formulated, the test would appear to result in judicial
invalidation of negotiated contractual provisions based on the advantages of hindsight

"A third party could nonetheless have made a tender offer for the public shares. In
addition, the Cullman's could have waited out the 18 month delay, or the Cullmans could have
breached and put Swedish Match in the position of proving its non-speculative damages from

a breach of the no-sale clause.
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a majority), plaintiffs concept of coercion is far more expansive than
Omnicareor any other decisional authority brought to my attention. As a
matter of law, therefore, the approval of the Swedish Match proposal by a
fully informed majority of the minority public shareholders .was not
impermissibly coerced. As a result of that ratifying vote, plaintiffs
remaining fiduciary duty claim is extinguished.
III. CONCLUSION
The vote of General Cigar's shareholders to approve the transaction
with Swedish Match was fully informed and not actionably coerced. Given
that there are no allegations of gift or waste, the fully informed, ratifying
vote of the General Cigar shareholders disposes of plaintiffs fiduciary duty
claims. Summary judgement is entered in favor of defendants and against
the plaintiff.
IT IS SO ORDERED.
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Yodowitz.
Edward M. McNally, Esquire, Linda D. Martin, Esquire, and Elizabeth L.
Beyer, Esquire, of Morris, James, Hitchens & Williams LLP, Wilmington,
Delaware; and Melvin R. Goldman, Esquire, Paul Flum, Esquire, and
Dorothy L. Fernandez, Esquire, of Morrison & Foerster LLP, San
Francisco, California, of counsel, for defendants Tully M. Friedman, David
S. Pottruck, Carl E. Reichardt, Alan Seelenfreund, and Jane E. Shaw.
Andre G. Bouchard, Esquire, Joel Friedlander, Esquire, and John M.
Seaman, Esquire, of Bouchard Margules & Friedlander, P.A., Wilmington,
Delaware; and Samuel R. Miller, Esquire, of Folger Levin & Kahn LLP,
San Francisco, California, of counsel, for the former HBOC outside
directors.
Steven T. Margolin, Esquire, and Richard L. Renck, Esquire, of Ashby &
Geddes, Wilmington, Delaware; and Marshall Grossman, Esquire, Gwyn
Quillen, Esquire, Scott Vick, Esquire, and Jeremy Pendrey, Esquire, of
Alschuler Grossman Stein & Kahan LLP, Santa Monica, California, of
counsel, for defendant Arthur Andersen LLP.
Josy W. Ingersoll, Esquire, and Danielle Gibbs, Esquire, of Young
Conaway Stargatt & Taylor, LLP, Wilmington, Delaware; and Jonathan M.
Hoff, Esquire, and Jackie Friedman, Esquire, of Cadwalader, Wickersham
& Taft LLP, New York, New York, of counsel, for defendant Bear, Steams
& Co. Inc.
Allen M. Terrell, Jr., Esquire, Daniel A. Dreisbach, Esquire, Thad J.
Bracegirdle, Esquire, and David A. Felice, Esquire, of Richards, Layton &
Finger, P.A., Wilmington, Delaware; and Robert A. Meyer, Esquire, of
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Loeb & Loeb LLP, Los Angeles, California, of counsel, for defendant
Deloitte & Touche LLP.
Anthony W. Clark, Esquire, and Paul J. Lockwood, Esquire, of Skadden,
Arps, Slate, Meagher & Flom LLP, Wilmington, Delaware; Jonathan J.
Lerner, Esquire, of Skadden, Arps, Slate, Meagher & Flom LLP, New
York, New York, of counsel; and James E. Lyons, Esquire, of Skadden,
Arps, Slate, Meagher & Flom LLP, San Francisco, California, of counsel,
for nominal defendant McKesson HBOC, Inc. and HBO & Company.
CHANDLER, Chancellor
Plaintiffs Noel Saito, Kimberly Madajczyk and Sydney Dalman
bring this action to recover damages allegedly inflicted on the former HBO
& Company ("HBOC"), McKesson Corporation ("McKesson") and,
following the merger of those two companies in January 1999 (the
"Merger"), on McKesson HBOC, Inc. ("McKesson HBOC" or the
"Company") by their directors, senior officers, Merger advisors and outside
accountants. The central allegations are: (1) that HBOC's directors and
senior officers presided over a fraudulent accounting scheme; (2) that
McKesson's officers, directors, and advisors learned of HBOC's fraudulent
scheme during their due diligence into the proposed Merger, but
nonetheless McKesson's board approved the Merger; and (3) that the
McKesson HBOC board acted too slowly in rectifying the accounting
problems at HBOC after the Merger was completed. The fourth amended
complaint' enumerates thirteen counts of alleged wrongdoing.2 Defendants
move to dismiss all counts. For the reasons detailed herein, I dismiss most
but not all of the claims asserted.
I. PROCEDURAL HISTORY
At issue today is the fifth iteration of the plaintiffs' complaint. The
original complaint was the product of a race to the courthouse, hastily filed
just two days after McKesson HBOC announced it had uncovered the
accounting irregularities that form the basis of the complaint.
Unfortunately, the first and second amended complaint improved only
'I refer to the fourth amended complaint simply as "the complaint."
The complaint includes 220 paragraphs and stretches 65 pages. The problems
spawned by unnecessarily verbose pleadings were magnified when several of the defendants
filed separate briefs in support of their respective motions to dismiss. Briefing on the motions
to dismiss in this case, exclusive of exhibits, exceeded 500 pages and oral argument approached
four hours in length.
2
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marginally upon the original complaint. The second amended complaint
did not enumerate specific counts, failed to present claims in a readily
discernable manner or connect the facts with specific claims of
wrongdoing, and was generously laden with conclusory allegations.3 From
what I could gather, the second amended complaint purported to assert four
claims: a due care claim, a waste claim, and two oversight claims.4 I
dismissed the due care and waste claims, with prejudice, for failure to make
demand pursuant to Chancery Rule 23.1.' I dismissed the two oversight
claims without prejudice, and encouraged plaintiffs to use "the tools at
hand" to "develop additional particularized facts in order to allege properly
an oversight claim that will meet the demand futility standard and to 6avoid
the standing requirement of Delaware's continuing ownership rule. ,
On January 22, 2001, a few months after I dismissed the second
amended complaint, plaintiffs filed their Third Amended Complaint. This
complaint added three new defendants: Bear Stearns & Company ("Bear
Steams"), Arthur Andersen ("Andersen"), and, as a nominal defendant,
HBOC. Bear Steams rendered a fairness opinion on the Merger to
McKesson's directors. Arthur Andersen was HBOC's auditor. HBOC, now
a wholly-owned subsidiary of McKesson HBOC, was added as a nominal
defendant so that plaintiffs could bring double derivative claims. In 2001,
the parties also engaged in a highly-contentious battle over access to the
Company's books and records-litigation that prompted several reported
decisions.7 After that battle subsided, plaintiffs filed the instant, fourth
amended complaint.8 The latest complaint adds another new defendant,
Deloitte & Touche LLP ("Deloitte"). Deloitte served as McKesson's
auditor and also conducted due diligence on the Merger for McKesson.

3
4See

1d.

5

Ash v. McCall, 2000 WL 1370341, at *I (Del. Ch. Sept. 15, 2000).

1d. at *16.
d. at *58.
7
Saito v. McKesson HBOC, Inc., 2002 Del. Ch. LEXIS 139 (Del. Ch. Nov. 13, 2002);
Saito v. McKesson HBOC, Inc., 2002 Del. Ch. LEXIS 125 (Del. Ch. Oct 25, 2002); Saito v.
McKesson HBOC,Inc., 806 A.2d 113 (Del. 2002); Saito v. McKesson HBOC, Inc., 2001 Del. Ch.
LEXIS 96 (Del. Ch. July 10, 2001).
8
Plaintiff Saito filed a motion under Chancery Rule 60 to obtain relief from judgment
in the 220 case after oral argument on the pending motions to dismiss. Saito's motion was
denied. Saito v. McKesson HBOC, C.A. No. 18553, Let. Op., Chandler, C. (Del. Ch. Aug. 18,
2004).
61
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II. BACKGROUND9
This story begins in early 1998 with HBOC, a provider of healthcare
computer software. The HBOC board's audit committee, consisting of
defendants James Napier, Phillip Incarnati, and Donald Wegmiller, met
with HBOC's auditor, Andersen, to discuss HBOC's 1997 audit.10 During
its meeting with Andersen, at which HBOC management was present, the
audit committee was informed that the 1997 audit was "high risk."
Andersen and the committee discussed inherent accounting-related risks
facing software companies, and specifically discussed the risks arising from
certain HBOC sales practices. The audit committee also discussed audit
adjustments proposed by Andersen, but that HBOC management had
passed upon. According to a 2002 SEC administrative proceeding initiated
against the Andersen partner that oversaw the 1997 audit, Andersen did not
inform the audit committee that HBOC was misapplying GAAP." Instead,
Andersen reported "no significant problems or exceptions and that
Andersen enjoyed the full cooperation of HBOC management. "12
During June-July 1998, HBOC and McKesson, a healthcare supply
management company, held discussions and conducted due diligence in
connection with a possible business combination. McKesson's board 3 was
assisted by Deloitte and Bear Steams in connection with the Merger. The
board also received input from defendant Richard Hawkins, McKesson's
CFO, and defendant Heidi Yodowitz, McKesson's Controller. At a meeting
on July 10, 1998, the McKesson board was briefed on the financial due
diligence that had been performed on HBOC. At this meeting, HBOC's
problematic accounting practices were brought to the McKesson board's
attention. Thereafter, the McKesson board considered information they
received outlining likely scenarios should HBOC's accounting practices

9
The background is taken from the allegations in the complaint and documents integral
to plaintiffs' claims and incorporated in the complaint. See In re Santa Fe Pac. Corp. S'holder
Litig., 669 A.2d 59, 69-70 (Del. 1995). Plaintiffs attached numerous documents to their
Answering Brief ("AB") encouraging the Court to consider them at oral argument on the motions
to dismiss. All exhibits were incorporated by reference in the complaint and may, therefore, be
considered by the Court in ruling on the pending motion to dismiss.
'0 The full HBOC boad included Napier, Incarnati, Wegmiller, Charles McCall, Alfred
Eckert, Alton Irby, and Christine Jacobs. McCall served as CEO and chairman of the board. All
of these individuals, and Andersen, are defendants in this action.
"SEC Administrative Proceeding, No. 3-10998, 2002 SEC LEXIS 3299, at *25
(Dec. 23, 2002). This proceeding is cited in the complaint at paragraphs 41 and 42.
121d.

3
The McKesson board included the following individuals: Mark Pulido, Tully
Friedman, David Pottruck, Alan Seelenfreund, Jane Shaw, and Carl Reichardt. All are named
defendants. Pulido served as McKesson's CEO. Seelenfreund chaired the board. McKesson

directors Pottruck, Shaw, and Reichardt served on the audit committee.
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result in SEC review. 4 There is no indication, however, that any of
HBOC's material accounting violations came to the McKesson's board's
attention, and there was no indication that what the McKesson board did
know presented a reason not to proceed with the Merger. In fact, Yodowitz
informed the McKesson board that "she was generally impressed with
[HBOC's] finance department and system of internal controls."15
Two days after the July 10 McKesson board meeting, Hawkins, Bear
Steams, and Deloitte had a conference call to discuss HBOC due diligence.
Deloitte identified three areas of questionable accounting practices, and
identified two of these areas (HBOC's acquisition reserves and revenue
recognition) as GAAP violations. 6 At a McKesson board meeting the
following day (July 13), Hawkins reviewed the accounting issues raised by
the board at the July 10 board meeting and steps taken by HBOC or plans
in place to address them.
While in negotiations, word of the deal leaked causing HBOC's share
price to decrease. McKesson, in turn, wanted to change the exchange ratio
to reflect the drop in HBOC's shares. HBOC balked at the new offer and
the deal stalled for several months. In October, negotiations resumed.
During October 14-15, McKesson and HBOC's negotiators agreed to a form
of transaction by which McKesson would acquire HBOC through an
acquisition subsidiary, McKesson would be renamed McKesson HBOC and
HBOC would survive as a wholly owned McKesson HBOC subsidiary.' 7
During the renewed negotiations, Bear Steams and Deloitte learned that the
accounting problems identified in July were still an issue and
communicated this information to the McKesson board.'" Plaintiffs allege

4
Hawkins and Yodowitz briefed the McKesson board on this issue. A document
apparently drafted by Yodowitz identified the suspect accounting practices as relating to revenue
recognition and acquisition reserves/costs and indicated that there could be a potential SEC issue
given that, at the time, the SEC was requiring restatements for items below normal materiality
thresholds. It is unclear what portion, if any, of this document was shared with the McKesson

board. Of note, the document states: "Overall, [HBOC] appear[s] to have [a] strong finance

department, good information systems and management reports." AB, Ex. D (emphasis in

original).

15

AB, Ex. E.

16A file memo, dated July 13, 1998, from the lead Bear Steams bankers describes these
accounting problems as violating GAAP. Ex. K. But a file memo, dated July 31, 1998, from the

lead Deloitte accountant states "accounting issues had been misapplied" and does not mention
GAAP. AB, Ex. B.
"7Under the terms of the Merger, McKesson paid HBOC shareholders 0.37 of a share
in McKesson stock for each share of HBOC common stock.

"8At this time, an HBOC senior sales executive resigned because HBOC's co-president

Albert Bergonzi, was allegedly "out of control" and because the sales staff was suffering an

apparent "revenue hangover." This executive informed McCall of his reasons for departure, but
there is no indication McCall relayed this information contemporaneously to the HBOC board
or later to the combined McKesson HBOC board.
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that during the October 1998 period, HBOC's accounting problems totaled
between $40 to $55 million. Nonetheless, on October 16, 1998, the
McKesson board, with knowledge of the accounting issues raised by
Hawkins, Yodowitz, Bear Steams, and Deloitte, approved the Merger and
agreed to pay $14 billion in McKesson stock for HBOC. The Merger was
announced shortly thereafter.
The McKesson board met on October 28, 1998. At this meeting, the
board members authorized the proxy statement in connection with the
Merger. This proxy statement included statements of income for HBOC
that reflected violations of GAAP. The proxy statement described the due
diligence efforts of Deloitte 9 and included a fairness opinion of Bear
Stearns, 2' but did not disclose the irregular accounting practices identified
to McKesson's board before their approval of the Merger.
On
November 20, 1998, the board met again to discuss follow-up items related
to the Merger. Shortly before the meeting, Pulido learned that HBOC
terminated its CFO, Jay Gilbertson. Pulido alerted the McKesson board to
Gilbertson's termination and they discussed the issue. At that same
meeting, Hawkins, McKesson's CFO, briefed the board on continuing
financial due diligence and informed the board that he believed in "the
21
strength of [HBOC's] financial organization.,
On November 10, 1998, Andersen (despite knowledge of HBOC's
questionable accounting practices) indicated to HBOC's audit committee
that Andersen would issue an unqualified opinion of HBOC's financial
statements.22 Moreover, in accord with the terms of the Merger, Andersen
delivered two comfort letters to McKesson before closing.23 On
January 12, 1999, the shareholders of McKesson and HBOC approved the
merger and the deal closed.
The new company, McKesson HBOC, took six directors from HBOC

' 9Deloitte consented to the inclusion of its prior reports on McKesson's financial
statements 20in the proxy statement.
An internal Bear Steams memo dated January 28, 1999 (well after the fairness
opinion was issued), states that Bear Steams was instructed to rely upon information provided
by McKesson and HBOC and not to adjust that information based on questions raised by
Deloitte. AB,
Ex. A.
21
AB,Ex. N.
22
Some of the problems were probably unknown to Andersen. The SEC has alleged
that HBOC managers hid information from HBOC's own accounting staff. SEC v. Gilbertson,
Bergonzi & DeRosa , No. C 00-3570 (N.D. Cal. Sept. 27, 2000). The SEC complaint is
incorporated at paragraph 138 of the complaint.
23
Andersen's endorsement of HBOC was qualified, however. On January 5, 1999,
before the shareholder vote regarding the Merger, Andersen informed McKesson that it had not
audited HBOC's 1998 financial statements and expressed no opinion on their accuracy.
Andersen also told McKesson that it had not audited HBOC's 1997 financial statement for
merger-related purposes.

20051

UNREPORTED CASES

and six directors from McKesson. This combined board included McCall,
Pulido, Eckert, Friedman, Irby, Jacobs, Pottruck, Seelenfreund, Shaw,
Mayo, Napier, and Reichardt. McCall, the former HBOC CEO, served as
chairman and Pulido served as CEO. The six person McKesson HBOC
audit committee included Eckert, Seelenfreund, Shaw, Mayo, Napier, and
Reichardt. Napier previously served on HBOC's audit committee. Shaw
and Reichardt had served on McKesson's audit committee.
On January 27, 1999, the combined McKesson HBOC audit
committee met with its advisors to discuss the Merger. Yodowitz discussed
accounting adjustments made to HBOC's financial statements. The
adjustments were in areas identified by Deloitte as problematic. Yodowitz
and the audit committee allegedly knew, however, that these adjustments
would not account for the full amounts identified by Deloitte as needing
alteration.24 In addition, on January 27, McKesson HBOC issued a Form
8-K that reflected the pro forma financial statements of the combined
McKesson HBOC. The Form 8-K included the adjustments brought to the
audit committee's attention by Yodowitz.
After the end of the first quarter of 1999, Albert Bergonzi, HBOC's
former co-president, negotiated a $20 million sale of software to Data
General. The transaction was a gimmick because (1) it was backdated as
first quarter revenue; and (2) it required McKesson HBOC to pay a refund
to Data General if it did not sell the software. Defendant McCall allegedly
participated in the Data General transaction and defendants Pulido and
Yodowitz allegedly knew about the transaction's material elements.
Notwithstanding the improper elements of the Data General transaction,
McKesson HBOC issued a press release on April 22, 1999, that included
revenue from the transaction as part of first quarter earnings. Although the
McKesson HBOC board was aware of the press release, there is no
indication that the board (other than possibly McCall and Pulido) knew of
the impropriety of the Data General transaction.
On April 28, 1999, McKesson HBOC announced that it would
restate its earnings from previous quarters.25 The Company announced on
May 25, 1999, that it would further revise its results downward. On
June 21, 1999, McKesson HBOC announced that Hawkins and Pulido had
resigned and that it stripped McCall of his Chairman position. On July 14,
1999, the Company announced that its previously reported restatements
would be larger than originally revealed. On July 16, the Company
submitted an SEC filing in which it conceded that HBOC's financial
24

The complaint does not allege how or why Yodowitz and the audit committee had

such knowledge.
'rhe original complaint was filed two days after the announcement.
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statements were inaccurate because of improper accounting. Predictably,
McKesson HBOC's stock price declined significantly.
III. ANALYSIS
Considering defendants' various motions to dismiss two pleading
standards are implicated. To the extent the claims are direct, Chancery
Rule 12(b)(6) implicates the pleading standard of Chancery Rule 8(a).
These claims must be pled pursuant to Solomon v. Pathe Communications
27
26
Corp., and need only set forth "a short and plain statement of the claim."
On the other hand, derivative claims must meet the higher standard required
by Chancery Rule 23.1. To survive a motion to dismiss, a derivative
plaintiff
shall allege that the plaintiff was a shareholder.., at the time
of the transaction of which the plaintiff complains or that the
plaintiffs share or membership thereafter devolved on the
plaintiff by operation of law. The complaint shall also allege
with particularity the efforts, if any, made by the plaintiff to
obtain the action the plaintiff desires from the directors or
comparable authority and the reasons for the plaintiffs failure
to obtain the action or for not making the effort.2 8
In considering a motion to dismiss the Court of Chancery assumes the truth
of well-pleaded allegations, giving to the plaintiff "the benefit of all

reasonable inferences that can be drawn from . . . [the] pleading."'2 9

Conclusory statements without supporting factual averments will not be
accepted as true for purposes of a motion to dismiss.3" As noted, the
complaint identifies thirteen counts of alleged wrongdoing. I will address
each in turn.
A.

Count I

The first count is a fiduciary duty claim, which alleges that the premerger, McKesson Directors breached their duties of good faith and

26672 A.2d 35 (Del. 1996).
27
CT. CH. R. 8(a).
28CT. CH. R. 23.1.
29

1n re USA Cafes, LP. Litig., 600 A.2d 43,47 (Del. Ch. 1991); see also In re Santa
Fe Pacific Corp. S'holder Liig., 669 A.2d 59, 65-66 (Del. 1995).
3°ln re Tri-Star Pictures, Inc. Litig., 634 A.2d 319, 326 (Del. 1995).
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loyalty. 3' According to the complaint:
[T]he Former McKesson Director Defendants knew, before
approving and closing the Merger, of HBOC's improper
accounting practices and that they posed a 'high risk' of an
SEC restatement. Despite their knowledge, the Former
McKesson Director Defendants authorized Pulido
[McKesson's CEO and a director] to negotiate the Merger,
took affirmative steps to execute and disseminate the false
and misleading Form S-4 and Joint Proxy
Statement/Prospectus and then to close and consummate the
Merger in violation of their fiduciary duties.32
Even if I were to accept plaintiffs' allegations as true, this conduct occurred
before plaintiffs owned stock in McKesson. Both Madajczyk and Dalman
became McKesson stockholders when they exchanged their HBOC stock
in the stock-for-stock merger with McKesson. Saito purchased McKesson
stock after the terms of the merger agreement were agreed to.
Standing to bring a derivative claim requires plaintiffs to be
stockholders of the corporation: (1) "at the time of the transaction of which
[they] complain[];"33 (2) when the suit commences; and (3) throughout the
course of the litigation.34
Madajczyk and Dalman's claims fail because they did not own
35
McKesson shares at the time the conduct alleged in Count I occurred.
Saito's claims under Count I require a more piecemeal analysis. On
October 20, 1998, Saito purchased his McKesson stock. 36 Importantly, this
37
purchase is after both the McKesson board's approval of the Merger and
of authority to Pulido to negotiate the Merger on the board's
its grant
38
behalf.
In In re BeatriceCompanies,Inc. Litigation, the Delaware Supreme
Court stated that a plaintiff "must have been a stockholder at the time the
terms of the merger were agreed upon because it is the terms of the merger,

3
"Compl.
32

150.
Compl. 151.
338 Del. C. § 327.
Lewis v. Anderson, 477 A.2d 1040 (Del. 1984).
334See
5
1d.
36
Compl. 5.
37
3

The Merger was approved on October 16, 1998.

"Compl. 69.
391987 WL 36708 (Del. Feb. 20, 1987) (ORDER).
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rather than the technicality of its consummation, which are challenged."'
In other words, the alleged wrong occurred, if at all, when the Merger
agreement was approved not when the deal was consummated. Because
Saito acquired his stock in McKesson after the approval of the Merger
terms, he lacks standing to challenge these actions. 4
I am, however, unwilling to dismiss Saito's Count I in its entirety.
The allegations concerning the dissemination of an allegedly false proxy
statement does not predate Saito's stock ownership. Moreover, the duties
of a board when disseminating proxy materials are distinct from a board's
responsibilities when considering and approving a transaction. As such, the
allegations in Count I, as they relate to false and misleading proxy
statements state a separate and actionable harm.
Still I must determine what to do with this aspect of Count I.
Defendants do not challenge Saito's standing to bring a disclosure claim
relating to the proxy statement, but instead argue that the disclosure claim
is direct.42 Because the disclosure claim, as alleged, states a distinct and
separable shareholder harm, I conclude that Saito has stated a direct claim
in Count I as it relates to the alleged false or misleading proxy statement.
In the interests of judicial economy, however, I will sua sponte stay Saito's
disclosure claim. Currently, there are two Delaware state court actions
arising out of McKesson's proxy statement and asserting disclosure claims.
Both of those courts have stayed the actions in favor of an ongoing
California federal class action.43
B.

Count II

Court II alleges that the "McKesson HBOC Director
Defendants"-the combined, post-merger directors-"breached their
fiduciary duties by failing to pursue claims for monetary redress against the
former HBOC directors, Bear Steams, Arthur Andersen, Deloitte and
HBOC [the 'Third Parties']." 44 Count H is deficient on grounds of ripeness
because plaintiffs fail to allege that the McKesson HBOC Director
Defendants have made a definitive decision whether to sue any of the Third
Parties. Moreover, plaintiffs fail to allege that the remedies against the
Third Parties are lost or time barred. Absent these allegations, Count II

'Id. at *3.
The reason was not addressed in Ash because previous complaints did not allege the
precise date
42 that Saito acquired stock in McKesson.
See Tr. of Oral Arg.at 20.
43
Derdiger v. Tallman, 2000 WL 1041216 (Del. Ch. July 20, 2000); Caravetaa v.
McKesson HBOC, Inc., 2000 WL 1611101 (Del. Super. Sept. 7, 2000).
T
Compl. l 156.
41
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pleads facts that "[have] not yet matured to a point where judicial action is
appropriate"45 and, therefore, is premature and fails to allege any harm for
which this Court at present could hold the McKesson HBOC directors
accountable.'
C.

Count III

48
Count III alleges that Richard Hawkins47 and Heidi Yodowitz
breached their fiduciary duties by taking "affirmative steps" toward closing
the Merger. These steps included finding ways to "camouflage accounting
adjustments" despite their knowledge of HBOC's improper accounting
practices.49 In addition, plaintiffs allege that Hawkins and Yodowitz
"signed a Power of Attorney form authorizing the Form S-4 Registration
Statement to be signed on their behalf, despite the fact that they had actual
knowledge of materially false and misleading representations and
omissions in that document."5'
Plaintiffs lack standing to bring Count III. As discussed above,5"
neither Madajczyk nor Dalman owned McKesson stock at the time these
alleged breaches of duty occurred.52 Saito, also, did not own stock in
McKesson before October 20, 1998, and these allegations point to conduct
arising from the Merger negotiations.53

45

Stroud v. Milliken Enters., Inc., 552 A.2d 476, 480 (Del. 1989).
'Plaintiffs assert in the complaint that "Defendants' inaction has made it more difficult
or impossible for McKesson HBOC (or HBOC) to make a significant recovery from Andersen,
relative to damages inflicted on those companies." Compl. 157. Andersen, however, has
appeared in this action and is actively defending the allegations against it, suggesting that
recovery may be available from it.
47
During the relevant period, Hawkins served as McKesson's Vice President and CFO.
Compl. 11.
""During the relevant period, Yodowitz served as McKesson's Controller and Chief
Accounting Officer. id. 13.
491d. 1 162.
5Id
51
See discussion supra § III, Part A (discussing contemporaneous ownership
requirement).
52
The complaint alleges that the relevant acts taken by Hawkins and Yodowitz
occurred between July 10 through July 12, 1998 and October 16, 1998. See Compl. IN 53, 5962, 69.
53Id.; see also supra notes 34-35 (focusing on the time frame in which the terms of the
were
set and not the consummation date as the latter is immaterial for establishing the
Merger
contemporaneous ownership requirement).
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Count IV

Count IV is styled as a "breach of contract [claim] brought on behalf
of McKesson against HBOC based on the Merger Agreement."54
Allegedly, "[u]nder the terms of the Merger Agreement, HBOC represented
and warranted that information supplied by HBOC or its subsidiaries for
inclusion in the Joint Proxy Statement would not contain any untrue
statements of material fact or omit to state material facts."" HBOC
therefore breached the Merger Agreement when it provided financial
statements that were materially false and misleading.
Plaintiffs cannot proceed on Count IV. The alleged breach of
contract claim seeks relief from harm occurring before the effective date of
the merger (e.g., false statements inducing McKesson to enter into the
Merger) and, therefore, those claims must be brought on behalf of
McKesson." For the reasons discussed above, all three plaintiffs were not
McKesson stockholders at the time the terms of the Merger Agreement
were negotiated.5 7
E.

Count V

Count V seeks redress against the McKesson HBOC Director
Defendants for "failing to timely correct HBOC's false financial statements,

'Pls.' Answering Br. in Opp'n to Defs.' Mot. to Dismiss at 50. In Ash, 2000 WL
1370341, at *16 (Del. Ch. Sept. 15, 2000), I suggested that this claim was potentially viable.
The facts, as now presented, dictate a different result. Still, despite dismissing Count IV on
issues of standing, another point merits mention. HBOC is a nominal defendant, not a named
defendant. This Court sought clarification regarding this procedural oddity but plaintiffs have
not, to this Court's satisfaction, addressed the issue. Plaintiffs' prayer for relief does not seek
relief from HBOC in the form of rescission (the form of relief I suggested in Ash) or monetary
damages. Thus, even if plaintiffs sought rescission, it would be impractical given that it has been
five years since the Merger was consummated. In addition, awarding monetary damages against
HBOC would be a pointless endeavor as it is now a wholly owned subsidiary of McKesson
HBOC. 5 5
Compl. 167.
56
As I discussed in Ash 2000 WL 1370341, at *16:
If HBOC directors possessed knowledge of suspect accounting practices
at HBOC before the merger, one would think such knowledge might give
rise to colorable claims that McKesson, as an acquiror, could assert against
HBOC under fraud-based theories or perhaps for breaches of provisions in
the parties' merger agreement ....[S]uch facts could give rise to claims
that McKesson might bring directly attacking the merger seeking rescission
or rescissory damages; or, if McKesson HBOC was unwilling to assert
contract-based claims, shareholders might endeavor to bring those claims
derivatively on behalf of McKesson HBOC.
57
See discussion supra § III, Part A (discussing contemporaneous ownership
requirement); see also supra note 61.
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monitor the accounting practices of McKesson HBOC following the
merger, implement sufficient internal controls to guard against the wrongful
practices they knew about before the Merger and disclose HBOC's false
financial statements." 8 In Ash v. McCall,5 9 I dismissed, without prejudice,
this oversight claim because it failed to meet the high liability standards set
forth in In re CaremarkInternational,Inc. Derivative Litigation.60 Here,
after using the "tools at hand," the complaint appears-barely-to state a
claim under Caremark.
Under Chancellor Allen's formulation in Caremark, "[t]he theory
here advanced is possibly the most difficult theory in corporation law upon
which a plaintiff might hope to win a judgment." 6' A derivative plaintiff
must allege facts constituting "a sustained or systematic failure of the board
to exercise oversight-such as an utter failure to attempt to assure a
reasonable information and reporting system exists. '62 In other words,
liability is premised "on a showing that the directors were conscious of the
fact that they were not doing their jobs. "63 As plaintiffs admit, in order to
state a claim under Caremarkin this context, they must show that the
McKesson HBOC board: (1) should have known that unlawful accounting
improprieties were occurring or had occurred; and (2) made no good faith
effort to remedy the unlawful accounting improprieties.'M Giving plaintiffs
"the benefit of all reasonable inferences that may be drawn from the
facts,, 65 I conclude that the Caremark standard is implicated in these
circumstances.'
To proceed further, plaintiffs must jump two hurdles. Defendants
challenge the oversight claim on both Chancery Rules 12(b)(6) and 23.1
grounds. The following analysis answers both because the facts plaintiffs
allege present a colorable claim and excuse demand.67
58

Compl. '1178.

192000 WL 1370341, at

*16.

60698 A.2d 959 (Del. Ch. 1996).
6
Id. at 967. See also Rattner v. Bidzos, 2003 Del. Ch. LEXIS 103 (Del. Ch. Sept. 30,

2003) ("a claim for failure to exercise proper oversight is one of, if not the, most difficult
which to prevail").
theories upon
62

Caremark, 698 A.2d at 671.
Guttman v. Jen-Hsun Huang, 823 A.2d 492, 506 (Del. Ch. 2003).
4
AB at 56 (citing Caremark,698 A.2d at 971).
'In re Walt Disney Co. Deriv. Litig., 825 A.2d 275, 285 (Del. Ch. 2003) (citing
Grobow v. Perot, 539 A.2d 180, 187 (Del. 1988)).
'Although a Caremarkclaim is difficult to advance, on a motion to dismiss I must
find "that the plaintiff would not be entitled to relief under any set offacts that could be proven
to support the claim." Id. (emphasis added) (citing Rabkin v. PhilipA. Hunt Chem. Corp., 498
A.2d 1099, 1104 (Del. 1985)).
67
Chancery Rule 23.1 is a heightened pleading standard requiring plaintiffs to comply
63

with stringent requirements of factual particularity that differ substantially from the permissive
notice pleadings governed solely by Chancery Rule 8(a).
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Plaintiffs allege well-pled facts sufficient to infer that separately,
both the HBOC and McKesson boards were aware (or shouldhave been)
of accounting irregularities at HBOC. To the extent that knowledge proves
material to the problems McKesson HBOC faced during the three months
following the Merger, those issues will be resolved on a more fully
developed record. At this stage of litigation, the following allegations are
sufficient. The HBOC audit committee knew that the 1997 audit was "high
risk." The audit committee discussed the accounting risks facing software
companies in general and specifically discussed the risks arising from
HBOC's sales practices.6" At a meeting on July 10, 1998, the McKesson
board came to know that certain HBOC accounting practices were a
problem. Yodowitz apparently informed the board that there could be a
potential SEC issue given that the SEC was requiring restatements for items
below normal materiality thresholds. Later that fall, when negotiations
revived, the McKesson board knew that the issues identified in July
remained and that HBOC's accounting practices were at least a $40 to $55
million problem.6 9
After the McKesson board approved the merger, they learned that
HBOC terminated its CFO, Jay Gilbertson. On January 27, 1999, after
consummation of the merger, the combined McKesson HBOC audit
committee met with its advisors to discuss the transaction.7 Yodowitz
discussed accounting adjustments made to HBOC's financial statements,

68

Nominal defendant, McKesson HBOC, indicated in its briefs and at oral argument
that even if HBOC's audit committee knew of accounting irregularities such knowledge could
not be imputed to the McKesson HBOC board because four of the six original HBOC directors
were outside directors and not on the HBOC audit committee. The Court declines to accept this
head in the sand argument. In Ash the Court was not willing to impute knowledge to the nonaudit committee members despite the Court finding that HBOC "at some organizational level,
knew of and responded to public criticism of its accounting practices." Ash, 2000 WL 1370341,
at *15. Here, unlikeAsh, the allegations of knowledge stem beyond articles in trade magazines
and newspapers. Plaintiffs have alleged well-pled facts that indicated at least four members
knew of HBOC accounting problems--the three members of the audit committee and McCall.
A reasonable inference, which the Court is entitled to draw at this procedural stage, is that that
information was communicated to the other HBOC board members who later served on
McKesson HBOC's board.
'Accepting plaintiffs' allegations as true is not an invitation to revisit the Court's
earlier finding that the plaintiffs have not alleged facts sufficient to rebut the business judgment
rule which attached to the former McKesson directors decision to approve the merger. SeeAsh,
2000 WL 1370341, at *15. Nevertheless, the facts alleged, concerning the knowledge the
McKesson board had, combined with the knowledge the new HBOC directors brought with
them, is sufficient to raise a colorable claim of bad faith for the delay in making the July 1999
restatements and the firing of those responsible for the accounting problems infecting HBOC.
7
Napier, who had access to the Andersen reports, served on both HBOC's and
McKesson HBOC's audit committees.
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adjustments in the same areas identified by Deloitte as problematic.
Importantly, Yodowitz and the audit committee allegedly knew that these
adjustments would not account sufficiently for the problems identified by
Deloitte as needing alteration. Thus, viewing the above facts in a light most
favorable to plaintiffs, it can be argued that the McKesson HBOC board,
a board comprised of directors from both sides of the transaction, knew or
should have known that the HBOC accounting problems were unlawful.
At a minimum, the new board's audit committee was comprised of directors
from McKesson who should have known HBOC accounting practices were
problematic. Those directors, regardless of their pre-Merger knowledge of
the accounting problems, now had the benefit of serving with former
HBOC directors who also should have known not only the existence of
those problems but the extent of the problems.
Paramount to plaintiffs' timeliness assertion is the allegation that the
combined board had the requisite knowledge either when the merger was
consummated or shortly thereafter. Yet, despite McKesson HBOC's
knowledge of substantial accounting problems at HBOC, it appears that
nothing was done for several months. McKesson HBOC did not issue its
first restatement of earnings until the end of April, and an additional two
months elapsed before the senior management responsible for the whole
debacle was terminated. Perhaps symbolic of the McKesson HBOC board's
failure to perform its duties is the Data General transaction. Despite the
board's knowledge of accounting problems, Bergonzi, HBOC's co-president
at the time, was able to negotiate a $20 million gimmick transaction-a
transaction that board members McCall and Pulido were allegedly aware
of. Although the facts later adduced may prove otherwise, the procedural
posture of the case requires me to focus on the plaintiffs' complaint and
read it generously. Viewed in that manner, Count V survives defendants'
7
motion to dismiss. 1

"'In Ash, I suggested that well-pled facts alleging a lack of good faith might excuse
demand. SeeAsh, 2000 WL 1370341, at *15. A committee of the board, acting in good faith,

would have openly communicated with each other concerning the accounting problems Andersen
disclosed and would have shared the information with the entire McKesson HBOC board. In

addressing the demand futility issue the relevant question for this Court is whether the plaintiffs
can refute the presumption that McKesson HBOC's board of directors could have properly

exercised its independent and disinterested business judgment in responding to a demand. See
Rales v. Blasband,634 A.2d 927, 933-934 (Del. 1993) ("Where there is no conscious decision
by the corporate board of directors to act or refrain from acting, the business judgment rule has

no application. The absence of board action, therefore, makes it impossible to perform the
essential inquiry contemplated by Aronson."). I conclude that the combined McKesson HBOC
had enough indicators and enough resources (namely each other) to discover the existence and
extent of HBOC accounting problems once the merger was consummated. I also conclude that
a demand on the April 1999 board to address these issues would directly call into question the
good faith of McKesson HBOC's audit committee. The substantial likelihood of liability these
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Count VI

Count VI asserts a fiduciary duty claim against the former directors
of HBOC for allegedly "failing to monitor HBOC's internal accounting
practices before the Merger and disclose HBOC's false financial statements
and (as to McCall, Eckert and Mayo) using HBOC's non-public information
for their own financial benefit.""2 Count VI asserts a double derivative
claim on behalf of McKesson HIBOC and in turn on HBOC, now a whollyowned subsidiary of McKesson HBOC.
In Ash, I dismissed, without prejudice, this oversight claim for failure
to comply with the continuous ownership requirement. None of the
plaintiffs are presently, or were at the time of filing the complaint,
shareholders of HBOC. In Ash, I stated:
[Als presently drafted, the amended complaint does not
implicate either of the two exceptions to the standing
requirement in the merger context. Nor have plaintiffs argued
that the merger was perpetrated merely to deprive the
shareholders of standing to bring a derivative action or that
the merger was in reality merely a reorganization.
Nevertheless, it is conceivable that the plaintiffs might be able
to allege, consistent with Rule 11, that the merger was
designed in part to thwart shareholder derivative claims
arising out of the HBOC board's failure to monitor the
company's internal accounting practices.73
Despite this invitation, plaintiffs have failed to allege adequately that the
merger was designed to thwart shareholder derivative claims.
In conclusory and prolix averments, the complaint alleges that the
Merger was restructured in October of 1998 "to fraudulently hinder or
eliminate the ability of HBOC shareholders to assert claims on behalf of
HBOC, and the Merger is the subject of claims by McKesson HBOC
asserting fraudulent conduct in connection with the Merger. '"" Here,
lacking facts to support these legal conclusions, plaintiffs simply insert the
names of certain defendants into the relevant legal standard.

directors faced for a breach of their duty of good faith disabled the entire McKesson HBOC
board from72mustering an independent and disinterested majority.
Compl. 1 183.
132000 WL 1370341, at *13. The two exceptions are "(i) if the merger itself is
subject
of a claim of fraud or (ii) if the merger is in reality merely a reorganization which does not affect
plaintiffs ownership
in the business enterprise." Id. at *12.
74
Compl. 185.

20051

UNREPORTED CASES

Indeed, the transaction appeared restructured.7 5 Notwithstanding this
change, allegations in the complaint suggest that once word of the deal
leaked, the McKesson board would not proceed "until the companies
agreed to adjust the exchange ratio to reflect the decline in HBOC's share
price. ' 76 A restructuring of this type is a logical outcome following a
decline in HBOC's share price and does not support an inference that the
transaction was altered purposefully as a ruse designed to eliminate
plaintiffs derivative claims. To find otherwise would vitiate 8 Del. C.
§ 327 by allowing a plaintiff to avoid the statute's requirements simply by
pointing to an unfavorable modification of the terms of a merger.
Separately, plaintiffs argue that Count VI is a double derivative
claim, and therefore § 327 is satisfied. Despite this argument's appeal," I
must conclude that plaintiffs lack standing to pursue Count VI. I begin
with In re First Interstate Bancorp Shareholder Litigation.78 There, the
plaintiff contended that his ownership of pre-merger First Interstate and
post-merger Wells Fargo common stock met the Lewis requirement of
continuous ownership, since any claims belonging to First Interstate passed
to Wells Fargo at the consummation of the merger. As a stockholder of
Wells Fargo, plaintiff was then entitled to assert those claims (the
subsidiary's cause of action) derivatively. That assertion, as well as
plaintiffs' claims, was found to be inconsistent with Lewis v. Anderson.79
In this case, plaintiffs' effort to circumvent Lewis v. Anderson by
casting Count VI in terms of a double derivative action must fail. It
remains the the law of Delaware that "a derivative shareholder must not
only be a stockholder at the time of the alleged wrong and at the time of
commencement of suit but that he must also maintain shareholder status
throughout the litigation."80 Here, plaintiffs Madajczyk and Dalman8 ' were
not McKesson HBOC shareholders before January 12, 1999, so they cannot
82
bring a derivative suit, double or otherwise.
75

1d.

76

77

1d.

65, 70.
63.

See Ash, 2000 WL 1370341, at * 13 n.47.
7"729 A.2d 851,867-68 (Del. Ch. 1998), affdsub nom. Bradley v. Firstinterstate,748
A.2d 913, Walsh, J. (Del. Mar. 21, 2000) (ORDER). See also Lewis v. Ward, 2003 Del. Ch.
LEXIS 111, at * 13 n. 15 (Del. Ch. Oct. 29, 2003) (commenting on Blasbands incompatibility
with Lewis v. Anderson).
79447 A.2d 1040 (Del. 1984).
80
Id. at 1046. Plaintiffs' policy argument that, without standing, Count VI will be left
Lewis. Id. at 1050. McKesson HBOC
unasserted and without remedy, was addressed in
inherited HBOC's choses in action, including Count VI. If McKesson HBOC fails to pursue
Count VI (assuming it states a claim), McKesson HBOC's shareholders could bring an action for
failure to assert
a claim, which they have already done in Count II.
8
'Clearly, Saito cannot pursue this claim as he was never a shareholder of HBOC.
82
This claim must also fail because plaintiffs have failed to allege that McKesson
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G. Count VII
Count VII alleges that the "Former HBOC Director Defendants
provided substantial assistance to the Former McKesson Director
Defendants' breaches of fiduciary duty by knowingly assisting and
participating in their representations and omissions, and their breaches of
fiduciary duty."83 The complaint does not specify when the aiding and
abetting occurred. As explained in Count I, all three plaintiffs lack
standing to challenge the HBOC directors' conduct before October 20,
1998. Saito, alone, however, does have standing to challenge the events
connected to the dissemination of an allegedly false proxy statement.
Nevertheless, because the complaint contains only conclusory allegations
of knowing participation in the former McKesson directors' breaches of
fiduciary duty, it does not plead facts sufficient to meet the stringent
standard required for an aiding and abetting claim. 4
H.

Count VIII

Count VIII alleges "Bear Steams breached its duties of professional
care in that they [sic] failed to plan, structure, and perform its work in a
professional manner and failed to use the degree of care normally expected
of reasonably prudent financial advisors." 5 Plaintiffs did not assert a claim
against Bear Steams until they filed the third amended complaint on
January 22, 2001-almost two years after the filing of the original
complaint. A derivative plaintiff must make a new demand for all new
claims that are not "validly in litigation '8 6 at the time the amended
complaint is filed. Plaintiffs make no effort to identify the directors who
would have received the demand for this new claim and, therefore, the
claim is dismissed pursuant to Rule 23.1. Plaintiffs argue that any claim
related to the Merger was "validly in litigation" as of April 30, 1999, when
plaintiffs filed their original complaint. This argument, however, does not
adequately consider the fact that they have sued new parties.
The leading Delaware case on this subject, Harrisv. Carter,does not

HBOC was83a shareholder of HBOC at the time the alleged harm occurred.
Compl. 192.
"The complaint merely recites the legal standard with the names of certain defendants
inserted and the standard for "knowing participation" is stringent. "Knowing participation in a
board's fiduciary breach requires that the third party act with the knowledge that the conduct
advocated or assisted constitutes a breach." Malpiedev. Townson, 780 A.2d 1075, 1097-98 (Del.
2001).
85
Compl. 197.
86
Harris v. Carter,582 A.2d 222 (Del. Ch. 1990).
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support plaintiffs' position that claims against new parties can be treated as
"validly in litigation." In Harris,no new defendants were brought into the
case. The Court in Harris actually suggested that claims against new
defendants should not be treated as "validly in litigation" when it stated that
the "power to amend or supplement a well-instituted derivative suit without
recourse to Rule 23.1, does not acknowledge a shareholder right to institute
new corporate 'claims' against an existing defendant... after a disinterested
board takes control of the corporation. "87 Implicit here is the assumption
that claims against new defendants will require a new demand with respect
to the new defendants.
The rationale employed by former Chancellor Allen in Harris
buttresses this conclusion. In Harris,the Chancellor used a definition of
"claims" from the Restatement (Second) of Judgments when describing the
contours of the "validly in litigation" standard. Chancellor Allen described
a claim under Rule 23.1 as any legal theory grounded upon "the acts and
transactions alleged in the original complaint. 88s The Restatement (Second)
of Judgments does not consider causes of action against different
defendants as a single claim, even though such defendants may be sued to
recover for a single injury.89 Commentary to Section 49 of the Restatement
states that a "claim against others who are liable for the same harm is
regarded as separate. " '
Adhering to the reasoning in Harrisserves the ultimate purpose of
Rule 23.1. A board of directors, unless legally disabled, should be
presented with the opportunity to manage litigation that seeks to redress
harm inflicted upon the corporation. The identity of the defendant certainly
influences a board's decision as to whether to initiate litigation and,
consequently, the demand futility analysis. Given these considerations, I
see no reason to allow plaintiffs to assert demand futility against the
McKesson HBOC board as of April 30, 1999, when no claim was asserted
against Bear Steams until 2001.91
"Ild.
at 231 (emphasis added).
88

1d.

8gRESTATEMENT (SECOND) OF JUDGMENTS § 49.

'°Id. cmt. a.
9
'l must also note that this case is unique because of the large gap of time between the
original complaint and the filing of the third and fourth amended complaints. Given the large
gaps in the conduct of this litigation, requiring the plaintiffs to have made a demand on the
Company with respect to the claims against the new defendants would not have been particularly
disruptive to the flow of litigation. The circumstances of the instant litigation actually counsel
strongly in favor of making a demand on the McKesson HBOC board. The original complaint
in this action was filed hastily following the Company's restatement announcement. Allowing
plaintiffs to assert all manner of claims against defendants not named in that document would,
in my opinion, reward their race to the courthouse at the expense of the orderly administration
of justice.
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Count IX

Count IX is asserted against Bear Stearns for breach of contract.
Plaintiffs did not assert a claim against Bear Stearns until they filed the
third amended complaint on January 22,2001. This claim was not "validly
in litigation" on April 30, 1999. Like Count VIn, plaintiffs make no effort
to identify the directors who would have received the demand for this new
claim and, therefore, it must be dismissed pursuant to Rule 23.1.
J.

Count X

Count X is asserted against Bear Stearns for aiding and abetting
breach of fiduciary duty. Plaintiffs did not assert a claim against Bear
Steams until they filed the third amended complaint on January 22, 2001.
This claim was not "validly in litigation" on April 30, 1999. Like Counts
VIII and IX, plaintiffs make no effort to identify the directors who would
have received the demand for this new claim and, therefore, it must be
dismissed pursuant to Rule 23.1.
K.

Count XI

Count XI is asserted against Deloitte. Plaintiffs did not assert a
claim against Deloitte until they filed the instant complaint. This claim was
not "validly in litigation" on April 30, 1999. Like Counts VIII, IX,and X,
plaintiffs make no effort to identify the directors who would have received
the demand for this new claim and, therefore, it must be dismissed pursuant
to Rule 23.1.
L.

Count XII

Count XII is asserted against Andersen for aiding and abetting the
McKesson HBOC directors' alleged breaches of fiduciary duty. Plaintiffs
did not assert a claim against Andersen until they filed the third amended
complaint on January 22, 2001. This claim was not "validly in litigation"
on April 30, 1999. Like Counts VIII through XI, plaintiffs make no effort
to identify the directors who would have received the demand for this new
claim and, therefore, it must be dismissed pursuant to Rule 23.1.
M.

Count XIII

Count XIII relates to pre-Merger breaches of fiduciary duty of the
former directors of HBOC. As such, plaintiffs lack standing to assert this
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claim for the reasons described in Count VI. Additionally, Count X1I is
asserted against Andersen for aiding and abetting the HBOC Directors'
alleged breaches of fiduciary duty. Plaintiffs did not assert a claim against
Andersen until they filed the third amended complaint on January 22, 2001.
This claim was not "validly in litigation" on April 30, 1999. Like Counts
VIII to XII, plaintiffs make no effort to identify the directors who would
have received the demand for this new claim and, therefore, it is dismissed
pursuant to Rule 23.1.
IV. CONCLUSION
Count I, except Saito's post-October 20, 1998, claim regarding the
inaccurate disclosures in the McKesson proxy statement, is dismissed on
standing grounds pursuant to 8 Del. C. § 327 and Rule 23.1. Count II is
dismissed on ripeness grounds. Count I is dismissed on standing grounds
pursuant to 8 Del. C. § 327 and Rule 23.1. Count IV is dismissed on
standing grounds pursuant to 8 Del. C. § 327 and Rule 23.1. Defendants'
motion to dismiss Count V is denied. Count VI is dismissed on standing
grounds pursuant to 8 Del. C. § 327 and Rule 23.1. Count VII is dismissed
for failure to state a claim under Rule 12(b)(6). Counts VIII through XII
are dismissed for failure to adequately plead demand futility pursuant to
Rule 23.1. Count XIII is dismissed on standing grounds pursuant to 8 Del.
C. § 327 and for failure to adequately plead demand futility pursuant to
Rule 23.1.
IT IS SO ORDERED.

