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SUPPLEMENTAL STATEMENT OF FACTS

On Juiv 5, 2006, four men convened in the offices of Wachtell, Lipton, Rosen &
Katz at the building known as Black Rock, 51 West 52 Qtreet in New York. To 2 man, sach of
them knew thet the $1.3 billion Merger Agreement between ADVO and Valassis was not final,
and at least two of them knew that they would be in constant contact with Valassis™ attornieys
that evening 1o try to finalize that Agreement, (That effort hore fruit at 6:00 a.m. on July 6, the
nexi day, when Valassis sent signed copies of the Agreement to ADV0O.) As each of these men
knew, the announcement of that Agreement, and the 30% premium that Valassis had agreed 10
pay, would send the price of ADVO’s shares soaring on the New York Stock Exchange.

The four men meeting in Black Rock on July 5 had an smpoertant picee of
information that Valassis did not have. The information was that ADVO's April/May financial
statements had overstated ADVO’s opersting income for those two mouths by at least $1.5
million — at least 20%. “The four men knew that Valassis’ willingness fo enter ino a transachion
with ADVO was dependent on Valassis® review of ADVQO's April/May financial staiements -
Valassis had said in a lefter to ADVO's Doard, dated June 13, 2006, that its willingness te make
an offer was “predicated” on “Review of the combined AprilMay financial statements. ...”
They had 1o know that the overstated $7.4 million April/May operating income pumber that they
had given to Valassis had implications that reached beyond its magnitude. ADVQ, haunted by a
decline in its cherished Zone Products line, had produced flat operating income {(at best) for some
time. Then, the first quarter of 2006 showed a significant uptick. But the second quarter égaiﬁ
chowed z decline. ADVO told Valagsis that its second guarter decline was the result of
cancellations by satellite providers and. critically. that ADVO had a program n place to fix the

oroblem. This explanation made ADYVO's April and May operating income all the more critieal,



2.

as 1t was the barometer of where the company was going — preof of whether the program ADVO
had put in place 1o halt 1 its Zone Produets decline was working. The $7.4 million of operating
income that ADVO told Valassis had been achieved in April and May, when coupled with &
report purporting to show streng Zone Products booked revenue for the balance of 2006 (that
proved to be false), indicated that ADVO had bounced back from its weak second quarter and
was essentislly on targef 1o meet its earnings forecast for the balance of 2006, The April'May
actual results were a strong indicaiar to Valassis that ATV s plans were working. Subtract the
$1.5 million overstatemeni from thase results, and ADVCO was 20% below forecast — information
that would have been a red lag to Valassis that (i) ADVO s wnaround was not successfil and
(iiy ADVO was having serious difficulties tracking its actmal performance.

The issue confronting the four men in Bluck Rock was:  “Should we tell
Valassis?  Mr, Epstein, ADVO's CFQ, had repeatedly urged that disclosure be made.
Nevertheless, these four men knowingly snd intentionally decided not 10 1l Valassis of the 20%
overstaterment of operating income, They now sav that they viewed that oversiatement as
“immaterial,” despite the fact that it was §1.5 million out of $7.4 millien of operating income.
{Later, the misstatement would grow to $2.6 million, and then to 36.6 million or more) They
now argue that 31.5 million was immaterial in 2 deal of 31.3 billion, overlooking the faot that
there was no deal for $1.3 billion, only a proposed dea!l for that amount predicated on the very
financials they knew to be wrong. Using their logic, they could have concluded that virtually any
number was immaterial. 1 $1.5 million is Immaterial in comparison to $1.3 billien, then so too
is §7.5 million, ar, for that matter maybe even $15 million.

To a man, they answered the question of whether 10 tell Valassis with 2 “no,”

despite the fact that two of them had just bsen {or soon would be) on the telephone with Al



Schultz of Valassis discussing other matzers regarding the proposed merger, despite the fact that
one of them took the time to call ADVO's CFO about their decision, and despite the fact that two
of them would be on the tzlephone with Valassis’ counsel most of the night finabizing the Merger
Agreement,

The four men were the CEQ of ADVO, Scoil Harding; the Chaiman of ADVO,
Juhn Mazhoney; the longtime outside counsel to ADV(, Stephen Palmer; and special counsel to
ADVQ, Eric Robinson, a partner at Wachiell, Lipton.

True envugh, throughout the night of July 5, Messrs. Palmer and Robinson were
i frequent contact with Valassis® lawyers, Mot & word of the now docp-sixed problem was
spoken, And, the next day, Valassis signed the Merger Agreement not knowing about it. When
Mr. Epstein, who had been urging that the overstatement be disclosed, called Mr. Robinson on
July 6 to ask him if he had told Valassis of the oversiatement, Mr. Robinson laughed.

Then, in August ~ after Valassis learned that ADVO had missed its third quarter
gperating income forecast by 30% and hired an independent third party (KPMG) to do a forensic
andit — these same four men shut down Valassis’ access to information. As they were to point
out in a letter sent 10 Valassis, when one clicks on KPMG's website, one discovers that KPMG*s
forensic andit services are concerned with “Fraud and Misconduct Investipations” None of
these men could afford that investigation, given the events of July 5 and the other problems that
they knew were furking just below the surfage, And when Valassis told them in August that,
uniess it could gain sufficient access 10 investigate farther, it could not go forward with the deal,
the four men responded that the law of Delaware, and particularly the IBP case, precluded any
claim Valassis might have. In re IBP §'holders Litig. v. Tyson Foods, 789 A.2d 14, 63 {Del. Ch.

20013,



4,

We know of no jurisdiction that condones such behavier; and certainly the law of
Deiaware does not. This case is not [BP. Were ADVO’s attempt to foree it into that mold
accepted, JBP would becorme a license to lie. The sneering sarcasm of ADV(Y's Opening Pretrial
Briet, replete with its nncited assertions of “fact,” aiso offers no justification for such conduct.
As Rufus Choate remarked “Neither irony or sarcasm is argumenmt.” In any event, sarcasm is too
thin ¢f a blanket 10 mask ADVO's repeuted fivs.

Apparently, the sole point of AIYW’s brief is that Valassis knew enough to be on
aotice of potential problems inside of ADVO, and was skeptical of ADVO’s assurances that all
was well. Both of the propositions are correcy, but are no legal answer 1o Valassis® charges. OfF
course Valassis did its homework, and of course it knew of potential problems within ADVO and
was skeptical of ADVO's explanations.  But Valassis does not claim that when ADVQ said,
“Don’t worry. It's okay,” Valassis blindly accepted those assurances,

Teo the contrary, Valassis was skeptical and repeatedly pressed ADVO for dater to
support its upbeat claim, ADVO eagerly provided that data, in the form of #s “actual” results
from April™May wnd is report of actual Zene Products bookings. That data was false. The
April/May datz was known to be false at the highest level inside of ADVO, and a deliberate
decision was made not to tell Valassis of its falsity, The Zone Products dats waz known within
the highest level inside ADVO to be unreliable, vet it was given to Valassis with no caveat as to
its suspect provenance. ADVO also told Valassis that the May close “went well,” another lie.
ADVO now asserts that it told Valassis that the billing problem created by ADVO’s SDR system
was a “nightmare,” implving thet Valassis should have known that the April/May numbers might
be wrong, but the recerd will show that ADVO seid only that it had difficulty inpunting arders in

the first two weeks of April — a problem that ADVO repeatedly wld Valassis had been



overcome, Valassis was not told of the daily spreadsheets cataloging the major problems
haunting the April/May close, nor was it shown the “best document™ to deseribe the status of the
SDR system, an Operating Committee presentation  deseribing SDR's many ongoing
deficiencies.

ADV0O now says thar Valassis should not have and did not in fact rely on
ADVO’s projections. But they omit to say that ADV(Ys investment hanker, Citigroup,
specifically informed the ADYO Board i o written presentation that Valassis would rely on such
forecasts to compute its indicative range, and pointed out that the forecast that Valassis had at
that poun (May 3) was higher than ADVO"s management’s then current forceast (which itsell
had been revised upward spainst the judgment of ADVO's operational management, who
believed that the cuts mandated by the CEO would jeopardize future growth). Rather than give
Walassis the operation manegers’ forecast, or even the CEQ's upwardly revised forceast, the
ADVO Board directed management 1o increase the CEQ's forecast further upward, to bring it
into conformity with the one Valassis already had. Tellingly, this direction was made not during
the financial presentation by ADVQ's management, but mather in the midst of Citigroup’s
presentation about what Yalassic might be enticed 10 pay. Worse still, management determined
that it could not make the Board-directed cuts; vet the increased forecast wus nonetheless placed
in the data room. And of course, Valassis was never told how the revised forecast came ahout,

Was ADVOs forecast bought wholesale by Valassis? Qf course not, But it was
a factor, as Cliigroup had wld ARVO’s Board it wenld be, and the false dory, the so-called
“actuals” given to Valsssis, certainly supported it. Unknown to Valassis, the real forecast for

that time period, the one prepared from the ground up, showed drastically less operating income



— §54 million, not $68 million - a number a great deal closer to the disastrous results actually
achieved by ADVO in its fiscal year just ended.

Now that ADVO's fiscal vear is complete, the results for 2006 show that indeed a
MAC has ovcurred. ADVO eomed only 20% of its forecasted operating income in the second
half of its fiscal yvear. Even accepting all of ADVO's dubious adjustments, its miss for the vear
was 314 mitlion. This is clearly material, despite the statistical legerdemain now being
empleyed by ADVO. Since ADVO released its third quarter results, analysts have cut ADVO's
2007 errnings projections substamially, and Ben Schneider, ADVQ’s Director of Profitability
and Analysis, has testified that if the merger were no longer in the cards, ADVO’s stock might
trade as low as the mid-teens. Schneider 258, In short, events have cut the value of ADVO by
nearly 5%,

It that is pot material, nothing ever will be,

Predictably, ADVO seeks 10 excuse its own deceit by asserting that the false
information it deliberately provided 1o Valassis was not material, that Valassis did not rely on it,
that ADVQ's problems will not he durationally signiticant and, in general, that this case is just
like FHF — that Vaiassis has “buyer’s remorse™ and that Valassis® complaints are mere pretext for
escaping a deal that it no Jonger wants,

The evidence will show that this case is the gpposire of IBP. Unlike m IBP,
where “[i]n the fuce of a grandstand full of waving red flags, Tyson sped into the final round of
the negotiation provess™ (789 A2d at 78}, Valassis here took the time to carefully investigate

each of the red flags that it properly identified. As ADVO™s own brief points oul, Valassis did
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not blindly accept ADVO's appearances or forecasts — instead, it sought data. AOB 3, 25.°
ADVO provided that data. The data was false. ADVO knew that, and Valassis did not.
Muaoreover, contrary to ADVO's clmims (AOB 36), Valassis did nor adjust its mode] downward
based upen ADVO’s representations. Rather, undisputed evidence will show that in early lune
2006, Valassis® model forecast operaimg income for the third and fourth guarters at 10,5
million and $10.4 million, respectively. As a result of the data provided by ADVO 10 Valassis
during the next four weeks, including the inflated Apriiday financial results and erroneous
Zone Products report, Valassis increased its third and fourth quarter forecasted operating income
#r $16.5 and 315.0 million, respectively, Thuse upwand adjustments also allowsd Valassis 1o be
comfortable with its forecast for 2007 and bevond, and are what allowed it 1o proceed with its
hid for ADVO. Had ADVO told Valassis the truth, Valassis never would have bid at the levels
that 11 did,

Finally, this 15 not a case of buyer’s remorse. The only “remorse’ that it has is
that a deceitfil merger parner provided it with false data that caused it to offer a price
significantly above tha value of the company.

This is also not a situation where an offer price a few dollars highar then the real
value is immaterizl. To the contrary, Valassis must finance the acquisition, and overpaying for

the gequisition dramatically increases financing costs.

' ADV(r’s Opening Pretrial Brief is cited as AOB ___” Valassis’ Opening Pretrial Brief

iscitedas VOB ™



ARGIINMENT

1 ADVIYS ACTIONS DEFRAUDED YALASSIS.

ADVO's theme in its Opening Pretrial Brief is that because Valassis was skeptical
during due difigence, no fraud could have cccurred. This approach, when viewed with the
undisputable facts, actually demonstrates the fraud. Valassi did have concerns and expressed
skepticism about ADVO’s financiel soundness. Instead of ignoring those concerns, Valassis
investigated ADVO and asked guestion after question designed to uncover the wuth about
ADVO's finenciul cendition.  In response, ADVO provided [alse information for the exact
purpose of reassuring Valassis that its concerns and skepticism were unfounded, knowing all the
while that Valassis placed great importance on receiving this information as a condition of
agreeing to proceed with iy acquisition of ADVO, and ultimately 10 increase the price it was
willing 10 offer. ADVO’s plan worked - Valassis® concerns about the fnancial health of ADVO
were allayed by “actual” financia! results demonstrating that ADVO had turned the comer and
had implemented changes that successfully addressed the problems that affected its second
gquarter results, As demonstrated below and in Valassis® Opening Pretrial Brief, the information
is undeniably material, and ADVO cannot hide behind so-called “anti-reliance” language 1o
escape the consequences of defrauding Valassis.

A ADVG  Knowingly Made False and Misleading

Represemtations of Material Facts and Concealed Material
Fauts,

ADVO dees not deny thar any of the misstatements alleged by Valassis were
made because L cannot — its own witnesses admit them, Instead, ADVO seeks to downplay the
misrepresentations by focusing on Valassis' concerns with ADVO’s ability to meet its fnancial

projections before ADVO made the misrepresentations that are central to the fraud, namely: (1)
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that the April’May financial results showed “actual” operating income of $7.4 miilion; (2) that
Zone Products bockings were $64.8 million Tor the third quarter, demonstrating that ADVO’s
efforts to tmprove this area of ity business had achieved success; and (3) that, aithough there had
been some issues with SDR in the beginning of April, by the time of the Muy monthly close, any
significant problems had been fixed and the SDR was operating well. ADVE also misidentifies
the factual misstatements of which Vulassis complains in an attempt to characterize them as
speculation about futwe prospects. However, as detailed below and in Valassis™ Opening
Pretrial Bricf, Valassis does not complain about the reliability of ADVQ’s forccasts; Valassis®
complaint is instead that ADVO knew that Valassis was skeptical about ADVOQ’s financial
forecasts, and that ADVQ overcams that skepticism by providing false factual data to

demonsirate the accuracy of the forecasts,

i, ADV(D’s Falge Financial Information,

ADVQ's misrepresentations regarding its financial information are many. First,
ADVO presented Valassiv with a financial forecast for the fiseal year 2006 projecting eperating
income of $68.6 million. Given ADVO's disappointing second quarter, Valassis was skeptical
of ADVO's ability to mest this forecast. In response, ADVQ assured Valassis that it had a high
degree of “visibility” into the remainder of 2006 and 2007. Ans. 991, 23; Barbieri Ex. 17 at 17.
However, it is undisputed that ADVO neglecied to tell Valassis that ADVO’s forecast was not
based on realistic assumptions, but instead was the resuli of a directive from its Board and CEO
on May 3 1o increase operating income twice, first by nearly $11 million. and then by an
additional $8 million, and that when management attempted 1o achieve the TReard-dirccted
expense cuts, no departinent was able to find those cost savings, Consequently, the forecast

could not be trusted. Epstein 333; Barbieri Ex. 14; Callahan Ex. 34, ADVO similarly failed 10
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tell Valassis that, just two weeks hefore ADVO assured Valassis of its “High Degree of
Visthility,” Stephanie Molner, ADVQ's head of Sales and Serviee, told ADVO’s Board that
sales productivity and data visibility were experiencing “setback[s] and challenges.” Harding
Ex. 6 at ADVOOG0988166.

Second, when Valassis continued to guestion ADVQ’s forecast and express
skepticism, ADVO compounded its misrepresentations about its financial condition by
presenting Valassis with supposedly *uctual” combined financials for April and May. Ans. §39;
Epsicin 122, ADVO knew that it was important that the April and May financial results
demonstrate that it was on iarget with its forceast because Valassis had not culy repeatedly
requested the financial results, but had expressly made the receipt of them a condition to its offer
to acquire ADVO. Harding Ex. 11, Those “actual” results demonstrated that ADVO was only
$600,000 off its projections for combined April and May operating income. Harding Ex. 12 at
ADVODRODNA0IE. However, it is undisputed that ADVO failed to disclose 10 Valussis that it
was aware that its operating income could be off by a5 much as $3 million (or 40% for April and
May) becauss it was unable to reconcile its postage expenses, among other issues. Citigroup Ex.
35 at ADVOO0998663, Tostead, ADVO represented that these were aclual numbers, without
caveats o7 exceptions, ‘

In fact, ADVO deliberately concealed its knowledge that it had additional postage
expenses nal accounted for in the “actual” ApribMay financial resuits. ADVO does not deny
that on June 23 its CFQ, Jelf Hpsiein, wrote a nole to the April/Mey financials indicating that
there were postage expense ipaccuracies, nor does it deny that Epstein was insistent that the
information be communicated to Valassis. Furthermore, ATIVO admits that immediately upon

iearning that the information had not been provided to Valassis, Epstein tracked down ADVO's
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counsel and CEO to rectify the situation. AOB 40. By this time, ADVO expected that it would
have at Jeast $1.5 million of additional postage expense for April and May, which would direetly
affect the operating income for those months, Harding Ex. 13 at ADVO00575555. These
conversations occurred on July 3, howrs before Valassis signed the Merger Agreoment. Epstein
believed that Valassis would want 10 know of the additional postage expense because of the
tmpact it would have on ADVO’s operating income. Epstein 136-37; 152-53. ADVO's CEO,
Chairman and cutside counsel overrode Hpstein and induced Valassis to sign the Merger
Agreement, never even hinting that financisl information ADVO had provided to Valassis as
reflecting “actual” results was in fact false.

Third, when, with only two days left in the quarter, Valassis asked ADVO how
ADVO’s full third quarter was shaping up, ADVO represented that it was “on track.” Ans. §42;
Hutter 166. However, it is undisputed that ADVO failed to disclose that it had no way of
knowing whether this statement was true because serious defects in its SDR system prevented it
from receiving reliable financial data. Specifically, ADVO failed to inform Valagsis that (i) Hs
financial analvsis and planning department had repeatedly complained about the lack of visibility
to ADVO’s financial information contained in its new EDW database, {Gant 58-60; Schneider
76-81) (ii) that numerous order entry errors had caused ADVO to overcharge clients by as much
as $33 million, (Callahan Ex. 40) (which later resulted in 86 million of downward hilling
adjustments for invoices generated in the third quarter being charged against fourth quarter
earnings), or (i) that its computer systems had myriad defects (Epstein 38-99) (including the
inability 10 reconcile postage and print expenses), and the manual workarounds were unreliable.

See, e.¢.. Epstein 111-14. Instead, ADVO spoke with confidence regerding its third quarter.
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2. ADVO's Misstatements Regarding ity Zone
Products Business.

Zone Products, ADVO’s most profitable business, had been experiencing a
decline that negatively impacted ADV(¥s financial performance. Knowing that the Zone
Products business was an area of concern for Valassis, ADVO repeatedly emphasized the efforts
it had in place 10 sirengthen the business, including the “Ullimate Promotion™ and the EDW
system’s ability to increase visibility of Zone Products inventory of available ad space from 8
weeks 10 52 weeks to provide efficiency in selling Zone Products. Schultz 220-25; Compl, $25;
Ans, § 25, Valassis spent significant time in due diligence exploring the Zone Products business
and asked ropeated questions to investigete whether ADVO’s initiatives were showing real
results. Epstein 36-37, 473, 4582-83. ADVO wag all w00 happy 1o provide data to demonstrate
that its Zone Products business had improved, including presenting a report on May 30, 2006
demonstrating the amount of Zone Products sold as of May 24 for the fourth fiscal quarter
{keegan Ex. 21} and data of “actual” net bookingsfrevenues for Zone Products as of June 15
showing that the actual bookings for Zone Products were $4.4 million higher than forecasted.
Barbleri Ex. 17; Harding Ex. 12 at ADVODRUO0I4013.  Although ADVO had informed
Valassis on May 18 that i believed that approximately 310 million of the Zone Products revenue
was “at tisk,” by June 25 it was telling Valassis that it had successfully addressed the probiems
with its business und now only expected $1.2 million of risk. Barbieri 401; Epstein 488.

While presenting its impressive success in addressing its previous Zone Products
slippage, ADVO never revealed 1o Valassis thet nene of the data supposedly demonstrating that
suceess was reliable. ADVO never told Valassis that it internally knew that the rcHability of the
data for Zone Products, or the interpretation of that dmta, was questionable. Gant 138-39,

ADVO alsc never told Valassis that problems with the Zone Products data were so bad that it



required a meeting in early to mid-Tune between ADVQ’s CEO Harding, CF0 Epstein,
Executive Vice President in charge of Zone Products Molnar, CIO Gamt and ADVO’s Manager
of Enterprise Reporting Kris Barnard, to discuss the issues with the confusion over bockings and
revenue data, deta discrepancies, the lack of visibility to Zone Products inventory and
cancellations in the SDR system, or that the Zone Products team was frustrated, Gant 140-472,
ADVO alse never mentioned 0 Valussis that in June its Zone Products data was so unreliable
with respect to accounting for bookings and cancellations that within a period of weeks, revenues
Huctuated by around 56 million. Gant 137-42; Schneider 154-56,

3. ADVO's  Misrepresentations  About  Its SDR
Computer System.

The ovidence will show that Valassis repeatedly requested information about
ADV(’s SDR system and the progress of its implementation during due diligence. Although
ADVO infoermed Valassis that SDR had been a “nightmare” for a few weeks fn April, it
specifically reported to Valassis that “the May close went well.” Mitzel Ex. 12 at VAL022856;
Lieblang Ex. 26 at ADVODROG0I2614. In reslity, the May close was a nightmare, ADVO’s
CF( Jeff Epstein testified that it was “far more difficuit” than any previous monthly close since
he had joined ADVQ. Epstein 389-90. Things were so bad thet ADVO initiated a daily
spreaudsheet just (o keep track of the problems that SDR was causing in reconciling financial
data, including issues that directly affected the financial results, such as the postage and print
expenses, and inability to inveice ssles tax surcharges and the inaccurate client invoices that later
resulted in clent credits of $6 million atributable largely o April and May. See, e.g., Gant Ex,
18; Gant Ex. 20, Mo version of this spreadshest was provided to Valassis; it was instead told that

the May close “went well.”
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in response to requests for information about the status of SDR, ADVO reported
that the system was working, and that the only problems were minor issues as employees learned
new processes for conducting their work. ADVOQ never revealed the problems it was having
with visibility into financial information pr Zone Products inventory, the reliability of the
financial data coming from EDW, or that order emiry errors were causing tens of millions of
dollars of erroneous invoices through the third quarter, Ms. Gant reported that SDR had no
abnormal issues and never disclosed the danger that ADVO could be reporting erroneous -
financial information. ADVO also withheld a document that was prepared for ADVO’s
Operating Commitiee detailing the myriad defects with the §DR system. See Gant Ex. §. Not
until after Valassis signed the Merger Agreement did ADVO confess that the data emanating
from its SDR and EDW svslems was “erroneous,” “Hawed™ and “corrupt.” Groe 709-12; Mitzel

719; Epstein 129; Ans. 2.

B. ADV s Fraudulent Disclosures and Nondisclozures Were
Material.

Understanding that it canpol run away from the misstatements and omissions it
made, ADVO argues fervently that its falsehonds should be forgiven because they were not
material. AOB 54-55, 59, 64-67. ADVO claims that its froudulent misrcpresentations and
omissions were immaterial for two reasons: {1) Valassis® only reason for purchasing ADVO was
the Jong-term potential of the two companies; and (2) the undisclosed postage and print expenses
were miner ecompared to the overall scope of the deal.  These asscrtions, howgver,
mischaracterize Valassis’ approach 1o the merger negotiations and discount the overall impaet of
the 1.3 million dollar discrepancy on both the ApriVMay financizl results and Valassis™

willingness 1o aeguire ADVQO.
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First, although long-term considerations inspired Valessis to pursue the
transaction, ADVO’s near-term financial results and its short-term projections =ipnificantly
affected the price Valassis was willing to pay for ADVO. This make sense — favorable near-term
results increase the imumediate value of the company, facilitate financing, and are indicative of
what Jonger term prospects are actually achievable. Valassis® concem about near-termn results is
reflected in the facts. First, afier initially indicating its willingness to pay between $38-40 per
share in March (Ans. % 1%). Valassis reduced that number 10 $35.25 per share (subject to due
diligence) due w ADVO's disappointing second quarter results.  Ans. § 38; Citigroup Ex. 25,
Om June 22, Valassis increased its offer 10 $36.25 per share, but expressly conditioned that offer
on receiving the April/May financial results, the third and fourth quarter projcctions and
additional information about the status of SDR. Harding Ex. 11 Plainly, the near<term results
and projections were mmportant te Valassis. Finally, after learning that the April/ May resulls
reflected only a $600,000 shortfall in operating income (Harding Ex, 12 at ADVODRO013003),
that Zone Preducts were $4.4 million over forecast in the third fiscal quarter, trending only $1.2
million below the forecast for the year, (Barbieri 401; Epstcin 488), that SDR was experiencing
no abnormal issues (Lieblang Ex. 26 at ADVODRO0012614) and all financial processing was
running through SDR, and that ADVO was “on target™ or “on track™ 1o mest its third quarter
projections (Ans. §42; Hutter 166), Valassis increased its offer te 337 per share. Ans. 9§44,
This does not reflect the actions of & company focused solely on long-term projections.

Second, the $1.5 million in understated postage expense was not minor when
viewed in the proper confoxt. Using the logic set forth in ADVO's Opening Pretrial Brief (AOR
55}, if ADVQ had understated postage by $7.4 million in April and May, this would still be

immaterial because 1 is small compared o the 31.3 billion dollar desl and ithe nearly $800
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million per year ADVO spends on postage and print. ADV('s argument dictates this result even
though a 7.4 nullion oversiatement would have erased all profit for that two-month period. The
law is to the contrary. See 8.C. Johnson & Son, Inc. v. DoweBrands, Inc., 295 F. Supp. 2d 568,
585, 592 (D. Del. 2003}, rev'd on other grounds, 111 Fed, Appx. 100 (3¢ Cir. 2004} (Ex. A
hereto)  (rejecting defendants’ argument that a misstatement of approximately 1% of revenues
was legally immaterial, instead holding that profits should be considered in a materiality
analysis, and that {he errors in the sellers® financial stalements were material because the buyer
“calenlated the value of the business based on a discounted cash flow and the misstated business
“accounted for over 10% of DowBrands® piobal opemting income™).

Understandably, Valassis would have viewed the postage expense in terms of its
effect on operating income, rather than its impact on postage expense alone. The postage error
overstaied cperating income by 20% for April and May and resulted in 2 $2.1 million shorfall
from operating income projections {prior to the revelation of an additional $200,000 of pustage
expense, the 900,000 print expense, the $300,000 of salgs fax cxpense and the milhions of
dollars of overstated billings}. Harding Ex. 13 at ADVOOGS7555, “Most investors would
consider it significant, no matter what the mix of information available, that a company wes not
earning as much as it was clabming to earn.® Gebhardt v Condgra Foods, Inc., 335 T.3d 824,
830 (8th Cir. 2003) (Ex. B hereto). In addition, the SECT has recognized a “rule of thumb” of a
5% misstatement of nel income as an initial step in evaluating materiality, and has suggested that
even a smaller percentage misstaternent may be material when evaluated in light of all relevant
considerations. SEC Stafl Accounting Bulletin (“SAB™ No. 99, 64 Fed. Reg. at 45150 (1999),

Thus, when placed in the proper context, the $1.5 million additional postage expense (reflecting
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a 2U% misstatement of operafing income for the relevant ApribMay period) was a significant
nondisclosure,

Purther, in addressing the $1.5 million postage discrepancy, ADVO refuses to
acknowledge the importance that Valassis placed on the ApribMay resulis.  See Shore Builders,
fre. v. Dogwood, Ine., 616 F. Supp. 1004, 1017 (D, Del. 1985) (A misrepreseniation is material
i, .. titis likely to induce a particular” purchaser “to manifest his assent.”™); see also Ganino v.
Citizens Utiliries Co., 228 F.3d 154, 163 (2d Cir. 2000) {determining that “materiality™ for
purposes of federal securities violations includes a guantitative and qualitative assessment).
“Qualitative faciors may cuuse misstutements of quantitatively small amounts to be material.’™
Gonino, 228 F.3d at 163 (quoting SEC Staff Accounting Bulletin (“SAB”) No. 99, 64 Fed. Reg.
43150, 45132 (19997 As noted earlier, ADVO knew that Valassis considersd ADVO's
April/May results vital in crafiing its offer - so important, in feet, that Valussis conditioned its
June 13 offer on receiving this data. Harding Ex, 11, Tt stands to reason that the accuracy of
those numbers way equally vital 1o Valassis in crafiing its “walk-away™ price to propose to
ADVO,  Thus, even if the court considers the undisclosed postage to be guantitatively
inconsequential in terms of the overall deal, Valassis considered it material and ADVO knew
this.

ADVO also isclates the $2.6 million in postage and print from ADVO's other
frandulent siatemenis and nondisclosures, A court, however, must examine “ithe "ot miy® of
information made available™ when determining the “materiality” of certain information, 78C
Indus. v. Norvthwey, Inc, 426 118, 438, 449 (1976). The other non-disclosures, including the
SDR-related problems with providing accurate finencial information, client invoicing and

crediting and sales tax invoicing (Epstein 363-66; Schalek Ex. 23 a1 VALD2589) and the
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misinformation about Zone Preducts bookings would have revealed significant problems with
the data used in ADVO's linancial results. Gant 138-39,

Although Viulassis was skeptical concerning ADV)'s future prospects and the
health of the SR svstem, it was reassured at every turn that things were fine. Had ADVO
disclosad the $1.53 million additional expense in posiage and the othor data-integrity related
issues, further questions would have been raised concerning ADVO's results and projections,
suceess of the SDR implementation and adequacy of ADV(Y's internal controls. See Gebhardt,
335 F.3d at 829-30 (noting that defendant’s nondisclosure that its subsidiary was intentionally
gverstating it earnings was not immaterial as a matter of law in part because the disclosure
would have raised other questions in the minds of investors concerning management). These
guestions inevitably would have uncovered at least some of the problems with the AprilMay
revults and thicd guarter projections. As 1t tumed outl, ADVO misstated another 3200.000 of
pastage expense. $900,000 in print costs in its ApriliMay results and had $300,000 of
uncollected sales tax. Ans, 166. Further, ADVO later determined that it overstated third quarter
inceme and revenue by $6 million due w erronecus billings, Epstein 363-66, As it appears that
most of the erroneous billings occurred in April and May, ADVOYs true operating income was at
best negligible, and may sctually have been negative, for those months. Undoubtedly, disclosure
of the $1.5 millivn postage error would have “significantly ajtered the “total mix’ of information
made available™ 1o Valassis in determining whether to purchase ADVQ. 75C Indus, 426 1.8, at

4497

: Any doubt on this point must be construed against ADVO — it is the party who
deliberately decided not to tell Valassis abowt the crror,
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C. ¥ alasgis Justifiably Relied on ADVO’s Misrepresentations,

1. Walassis Was Justified In Relving On The
Misinformation ADV(O Provided During Due
Diligence. -

ADVO argues in response 10 uncontroverted evidence that it made material
masstatements of fact regarding its financial information that its actions are excusahle because
Valassis sheuld not bave relicd on this information and, ADVO asserts, did not rely upon it.
ADVO also incorrectly argues that so-called “anti-reliance” language in the ND4, data room
logon sercens and the Merger Agreemeny permitied 31 o make material misstatements.
prior to ADVO taking steps to pacify Valassis’ skepticism by specifically giving false financial
date, misstated Zone Products reports and grrongous reports sbowt the curremt state of the SDR
implementation. AOB 56-57. ADVO is correct that prior to receiving this information, Valassis
did gquestion ADVO's ability to meel its financial forecast, Valassis was also aware of the issues
ADVO had experienced with Zone Products in its second fiscal quarter.  Valassis further
questioned the impact that the implementation of SDR would have on ADVO's business. The
flaw in ADVQ’s argument is that Valassis did not dismiss or ignore these concerns, but instead
asked specific questions about ADVO’s financial condition, Zone Products business and SDR to
investigate further these issues. In response, ADVO provided Valassis with specific assurances
described above. Valassis asked for financial results for April and May and was given “actual”
results deonstrating thal ADVO was close w its forecast.  Valassis requested information on
Zene Products and was given documents showing that it was recovering. Valassis questioned
the progress of SDR’s implementation god was fold that afler initial issues, #t was operating
without any abnormal issucs. In fact, ADVO countered each “warning” identified in its pretrial

brief (vee AOB 56-37) with specific data and information designed to prove to Valassis that the
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potential problems had been resolved. As intended, Valassis was reassured and proceeded with,
and even increased, its offer to purchase ADVQ,

ADVQ’s attempls to chalienge Valassis® reliance on the AprifMay financial
results are likewdse without merit. ADVO’s position is that those financial results were “interim,
unaudited, internal, [snd] monthly and yet w be veited™ and therefore suggests that Valassis®
reliance was unjustified.  AQB 56, Despite ADV’s lawyers’ pejoratives, ADVO’s CEO,
Epstein, was clear: April/May was not a “soft” close. Epstein 472-73. ADVO knew that
Valassis was going 1o rely on the April‘May financials and it provided these results without ever
saying they were “interim,” “ipternal,” “not yet vetted” or otherwise unreliable. To the contrary,
ADVO told Valassis that the Apnl/May financials represented the “zctual” recults of a normal
close that “went well.” Since the April/May results were the same format of detailed information
ADVO produced each month for it use in iracking its business, without a specific qualification
from ADVQ, Valassis would have had no reason 10 believe that the April/Mayv financials were
unything other than “actual™ results or were in any way unreliable. In fact, ADVO deliberately
hid the note to the financial rosults that indicated that outstanding questions cxisted as to the
acenracy of the postage expenses reported in the results,

Valassis® rellance on ADVO’s misstaternents and omissions was justified because
it was based on information ADVO provided in responss to specific requests.” ADVO therefore
knew that Valassis deemed this information 1o be important, vet ADVO did not warn Valasgis

that the information was incerrect or incomplete. Valassis asked apecific questions and expected

Ag explained zbove, Valasais is not claiming that it relied on misytaterments in ADVO s
forecasts and therefore much of ADVO’s argument that Valassiz® reliance was misplaced
is irrelevant. See AUB 60-61. Instead, Valassis argues that ADVO provided false
statements of fact to demonsirate 1o Valussis that ADVO's forecasts were achievable.



21.

that it was receiving true answers, It is incredibde for ADVO now to argue that Valassis should
have discredited and refused to rely on these answers due to general information about ADVO’s
business that was contradicted by the iater, specific misrepresentations ADVO made.
Moreover, ADVQ’s argument that Velassis did not rely upon ADVO’s false
idformation is simply incorrect. ADVO asserts that Valassis® own models and projections did
not take into account the false financial information and other misstatements and thercfore
demonstrate that Valassie did not rely on ADVO's fraudulent conduct, The record demonstrates
the oppusite. While Valassis discounted ADVO's projections, the amount of the discount shrunk
drastically prociscly becanse ADVO provided data (false data, as we now know) 1o address the
copeerns that Valassis ratsed. ADVO was projecting $18.6 and $19.1 million of operating
income, respectively, for its third and fourth fiscal quarters. - Valassis® forecast in early June —
cfore receiving ADVO's false assurances - projected third and fourth quarter operating income
of $10.5 and 3104 million, respectively. VALO02313-16 ARer Valassis made these projections,
ADVO provided Valassis with its “actual™ April/May results, favorable Zone Products reports,
and assurances (just before the third quarter close) that the third quarter was “on target.” While
there were numerous intermedinle erations of Valassis® forecast as it leamned new information,
by the time Valassis signed the Merger Agreement on July 6, as a result of the new data provided
by ADV0, Valassis had increased its third quarter forecast from §10.5 million to $16.5 million,
and in¢reased its fourth quarter forecast from $10.4 mallion to 315.0 million. VALO3%077-081.
In addition, the draft letter prepared by Groe for Schultz to consider sending to ADVQ does not
demonstrate Valassis” lack of reliance on ADVO’s misrepresentations and omissions. Mr. Groe
draited the leller expressing certain concerns, but Valassis did not ssnd the Jetier because the

tssues raised in the letter woere rosolved through due diligenec.  Schultz 470-72.  However,
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Velassis was prevented from learning this information by the misstatements and
misrepresentations ADVQ made to convines Valassis that ADVO was worth $37.00/share.

In an apparent stternp to undermine Valassis’ reliance on ADVO’s forecasts and
prejections, ADVO asserts that if the Aprit/May financials were really that dmportant to Valassis,
Valassis would have sought a representation or warranty in the Merger Agreement regarding
these financials. ADVO further claims that Valagsis “deliberstely” decided not 1o ask for such a
representation or warrsnly., AOB 7, 36,

The only thing deliberate about ADVO's point, is that it is a deliberate
missistement of the record. As Valassis® counsel testified {and ADVO's counsel undoubtedly
kncws), in 2 public deal, it is not customary 10 seek a representation and warranty with respect to
an acquired-compeny’s monthly financial statements or internal projections and forecasts, as
those documents are not available 1o the public. Leder 51-33. If such a represemstion and
warranty was sought, 4s pointed out by Valassis™ counsel, it is likely that a schedule would have
to be prepared and possible that such schedule would thereafter be disclosed. /d at 52, 54. As
stzted by Valassis® counsel, that is the sole reason that a representation and warranty regarding
ADVO’s muonthly financials or forecasts and projections was not sought. &l at 54.

2. ADVO Camnot Hide Behind “Anti-Reliance”
Provisions,

ADVO mistakenly believes that it was permitted to lie to Valassis and then hide
behind “anti-reliance”™ language in the NDA, data room logon sereen and the Merger Agresment.
First, the law does not allow parties o avoid the consequences of making material false
misstatements of fact. As this Court has stated “[t]o the extent that [an agreemem] purports to
limit the Seller’s exposure for its own conscious participation in the communication of lies 1o the

Buyer, it is invalid under the public policy of this Swate.” Abry Partmers V, LP. v. F&W
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Acguisition LLC, 891 A2d 1032, 1064 {Del. Ch. 2006). As demonstrated above, ADVO made
clear misstalements and omited other favtus] infurmation in response 1o specille incuiries from
Walassis in an attempt to induce Valassis to purchase ADVD at an unjustified price. Those
actions are not excusable under Delaware law,

Second, and more fundamentally, ADVO cannot rely on the specific so-called
“anti-reliance” provisions here because they lack clear language disclaiming relianes on
ADV('e statoments made dwring due diligence. As explained in more detsil i Valassis’
Opening Pretrial Brief (VOB 33-38), the NDA, data room logon screen’ and Merger Agreement
do novr include “anti-reliance” language, and Valassis did not agree that #t was not going w rely
on the veracity of the information being provided in due diligence, Indeed. the NDA specifically
notas that the purpose of providing information was 1o sssist Valassis in evaluating whether to
enter inte a transaction with ADVO. The agreements at most create a murky issue of the purpose
and meaning of the “disclaimer™ of represeniations and warranties, As A4&ry. written after each
of the cases relied on by ADVO, instructs, “[i} parties fuil to include unumbiguous anti-reliance
language, they will not be able to escape responsibility for their own fraudulent representations
made outside of the agreement’s four comners.” 891 A.2d at 1059, The agreements, therefore,
offer ADVO no refuge.

D. ADVD Intended to Induce Valassis to Enter into the
Merger Agreement Through #ts Misrepresentarions,

ADVO struggles with its les and deception and offers the argument that there is

ne evidence that # imtended to deceive Valassis. Hs actions show otherwise. The intent to

! ADVO does not explain how the data room logon screen is applicable as it is excluded by

the integration clanse of the Merger Agreement.
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deceive is clear here bocavse ADVO knew the statements were false or had insufficient basis to
trast that they were true when made. See Lord v. Souder, 748 A.2d 393, 402 (Del. 2000} (*There
iz of course no difficulty in finding the required intent to mislead where 1t appears that the
speaker belives his statement t© be false, Likewise there is general agreement that {intem] is
present when the epresentation is made without beliel a5 w its truth, or with reckless disregard
whether it be troe or false. Further than this, # appears that all conrts have extended it o include
representations made by ong who is conscious that he has no sufficient basis of information to
justify them™.

ADVO assers several incrsdibie excuses for its fatlure to inform Valassis that the
AprilMay financial results did not reflect an addition $1.5 million of postage expense that would
reduce operating income for those menths by 20%. None of these excuses are remotely
helievable. First, ADVO claims that the original June 23 note to the April and May financials
indicating that the postage expenses were incorrect was not provided o Valassis because it was
lost in the emai] traffie. AOB 31, U that were true, then Messrs, Hutter and Barbieri would no
have needed fo consult with the CEOQ of ADVQO on whether to inform Valassis of this
information when they “forgot™ to mention it cn a call with Messrs. Groe and Mitzel. Huiter
198-99; Burbieri 154, They would have smply ealled Valassis back and cleared up the error.
The fact that Mr. Harding instructed Messrs, Hutter and Barbieri not to communicate this
information shows ADVO's indent 1o hide it

Second, the inlent 1o decpive Valassis is nhvious from the behavior of the
parlicipants to the decision on July § — on the eve of signing the Merger Agreement - not to
inform Velassis that ADVO had failed to include $1.5 million of posiage expense in the April

and May financial resuhs. Each of Messrs. Harding, Mahoney, Palmer and Rohinson knew from
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Mr. Epstein’s drafting of the July 5 update to his note, and his communications to them, that Mr.
Tpstein felt strongly that this information needed to be provided to Valassis. Those men
overruled Mr. Epstein and made a conseious decision not to inform Valassis of the error. The
only possibie reason why they would make that decision was o continue to mislzad Valassis
about the financial condition of ADVO. They knew that Valassis hind false information about
ADVO’s April/May results ~ which Valassis had repeatedly requested as a reguirement to
increase its offer — yet they deliberstely chose now to correct that false information, It is clear on
this record that ADVO had the deal it wanted and was not going 1o risk that deal by revealing
information that ADVOQ had overstated #1s operating incomic by at ieast 20% and was
experiencing accounting errers as a result of its vaunted new computer system.

ADVO cannot hide behind the advice of counsel to argue that i had no intent to
deceive Valassis. First, the two attorneys to the conversation on July 5 westified that they save no
advive and that the decision not 1o wll Valussis wag made by Messrs. Harding and Mahoney.
Palmer 46-50; E. Robinson 14{-44. Second, it is too late for ADVO to hide behind legal advice.
At depositions, ADVO asserted privilege over legal advice given regarding the postage cxpense
issue and prevented [ull exploration of the issuz. E. Robinson 144-46, ADVO cannot now use
that same legal advice as proof of its innocence. See Motion in Limine re: Legal Advice, {iled
December 4, 2006,

ADVO's other misrepresentations are Hikewise so blatant that intent to deceive is
casily inferred.  In each situation ADVO provided information in response to requests from
Valassis without informing Valassis of any of the negative facts or providing any warnings or
caveats. ADVO provided Valassis with financial projections fhat were not based in reality.

Contrary 10 ADVOQ's srgument that the “forccasts ... were created to reflect the way
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management intended to run the business, employing reasonshle revenues and cost assumptions™
({AOB 60), ADVQ’s revised May forecast was in fact the resull of a directive from the CEO,
Svew Harding, 1o increase the forecast by nearly §11 million, and & additional directive from the
Board to increase operating income by another 38 million, at a time when Valassis was actively
seeking to buy the company. ADVO falled 1o inform Valassis that the projections were not the
result of ADVO's ordinary budgeting process or that ADVO had not been able 1o support the
costs savings necessary to meet those numbers, then hid the Board minutes that would. have
reveaied these facts, Callahan 203, 228; Caliahan Ex. 34.

With respect to the mistepresentations about SDR, Ms. (Gant admits that ADVQO
was in “szles mode™ and that her presentations about SDR were “upbeat”™ Gant 65-66. ADVO
never provided Valassis any of the daily spreadshecty of the SDR-reluied issues impeding the
May closing. ADVO also never provided Valassis with the one document that best eveluated
SDR’s performance in June, ADVO never wamned Valassis not to trust its Zone Products data,
even though it was clear by mid-June thal the information was unreliable. Instead, ADVO
provided reports that SDR was running without abnormal issues, the May closing went wel] and
Lone Products had turned the comer and had increased bookings. All of these statements are
contradicted by the information ADVO withheld, There is no way that ADVO simply was
mistsken or forgot 1o provide full and fair information on each of these situations in the face of
repeated requests, The only possible explanation for these repeated and biatant misstatements
and omissions was that ADVO wanted to hide its problems from Valassis to convinee Valassis to

purchase ADVQ at an inflated price.
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E. Valassis Was Harmed By ADVO’s Misconduct

The harm here is cvident. Had Valassis been informed of the true condition of
ADVQ, it would not have agreed to pay $37.00/share of ADVO s stock, ADVO does not argue

otherwise in its Opening Pretrial Bref.

i1 ADVO’S  BUSINESS [IAS SUTFERED A MATERIAL
ADVERSE CHANGE,

From fiscal 2002 through the second quarter of fiscal 2006 (i.e., the last publicly
announced results prior to the signing of the Merger Agreement), ADVO’s operaling income
averaged just over $19 million per quarter. ADV(’s predictions for the remainder of 2006 were
almast exactly in line with this hisiory: ADVO predicted operating income of $37.1 million for
the third and fourth quarters of {iscals 2006, affer accounting for centain one<time “initiatives.”
Valassis initially discounted these forecasts heavily, projeciing operating income of just over $20
miilion for the third and fourih guarters combined. VALOU2Z313-16. However, as a result of
data presented by ADVO to Valassis — specifically, “actual™ April’May financial statements,
“aetual” booked Zone Products orders and an assurance that the June guarter was “on track,”
Valassis increased is forecast for operating income in the second half of 2006 to $31.5 million.
VALO39077-81. As all of the wimesses at trial will concede, operating income for 2007 and
bevond was based upon the opersting income that was or would be achieved in fiseal 2006,

ADVO’s acrual opersting income for the third quarter of 2006 was just $6.7
milion.  Whie the (Qird guarer results were inmitially epored «l 3127 million, ADVO
subsequenily admitted that reported results included $6 million of non-existent revenue, and that
operating income was therefore overstated by $6 million. Epstein 365-66. Adding back $2.3
million in third quarter charges associated with the merger, operating income after merger-

related expenses was §9 million.
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For the fourth quarter of fiscal 2006, ADVO reported an operating loss of $5.7
milfion. Schnoider 4. Adding back the $6 million charge for inflated third quarter revenues gnd
the reported $4.5 million in merger and litigation related expenses, ADVO’s operating income
for the fourth quaricr was $4.8 million. Thus, operating income for the second half of 2006,
after sdjusting for merger-related expenses, was just $13.8 million. In other words, even after
adjusting for merger-related expenses, ADVO missed its own operating income target by 62.8%,
and it missed Valazsis’ more conservative target by over 56%.

ADVQ, Valassis and the investing community all expect these earnings shortfalls
to continue into 2007 and bevond. While ADVYO will no doubt struggle mightily to adhere to its
prior 2007 uperating income forecast, its wituesses have already effectively admitted that their
forecast will necd 10 be lowered significantly, See AOB 62-63, Similarly, the Wall Street
anzlysts who follow ADVO stock bave significantly lowered their estimates of ADVO's 2007
operating income based upon ADVQ's second half results.  Valassis® financial advisor, Bear
Stearns, has stated that, in view of the crroncons information provided to 1%, it may no longer be
appropriate for parties to rely on its fairness opinion. And, even ADVO’s own witnesses
concede that absent the Merger Agreement, ADVO s stock would trade as low as the mid-teens,
a 38% decline from the closing of ADV(™s stock on the day before the announcement of the
Merger Agreement. Yet, ADVO asserts the highly counterintuitive argument that none of these
changes sre Tnaterizl, and thad they do not constitute a material adverse change under the terms of

the Morger Agreement. ADV('s claim is without merit.



A, ADVO's Eamings Drop Cannot be Dismissed As a Result
of “Known Dvents ™

ADVQ's first attempl w dismiss the stunning drop in its financial performance is
that the drop was the result of “known events™ and therefore cannot constitute a material adverse
change. This argument is both Jegally and factually incarrect.

Legally, as pointed ow in Valassis® Opening Previal Brief, there were two
material adverse change clauses in the Merger Agreement: Scetion 3.01(g) and Section 6.02(c).
Section 3.01(g) provides that {1) except as disclosed in ADVO's SEC Documents, {11} éxcept as
disclosed in ADV(O's Disclosure Schedule, and {61} except for labilites incurred in coﬁn&ciion
with Merger Agreement, the following is true:

Since the daie of the most recent financial statements included in

the Filed Company SEC’s Decumens, the Company and its

Subsidhisries have conducted their respective businesses in all

material respecis only in the erdinary course consistent with past
practice, and there has not been any Mateniz] Adverse Change . ..

Palmer Ex. 14 Ssciion 3.01.
The second MAC Clamse of the Merger Agreement, the condition to closing, is
subject only 1o a single exception. R slates in pertinent part as follows:
(c) Materlal Adverse Change. Except as disclosed m Section
3.61(g) of the Company Disclosure Schedule, since the date of

this Agreement, there has not boon any Material Adverse
Change.

Palmer Ex. 14 Section 6.02{¢).

As to the MAC Clause in Section 3.01(g), ADVO says that, if a tisk was disclosed
in ADVO’s pricr securities filings, the actual cccurrence of that risk can never constitute a
Material Sdverse Change. This argument proves far too much. For example, ADVO’s Form 10-

K for fiscal 2005 smates that ADVD {aces uncertainties that mclude (but are not limied o)
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“pemeral changes in customer demand and pricing, the possibility of consolidation in the retail
scetor, the impact of economic and political condilions on advertising spending and the
Company's distribution system, postal and paper prices, possible governmental regulation or
legislation affecting aspects of the Company’s business, the efficiencies achieved with
wechnology  updates, fluctuations in interest rates and other general cconomic factors.™
ADVODROO000481-00000544 st ADVODROUCO501.  In other words, revenues could go
down, or expenses could 2o up, Acceptance of ADVOs position would render the MAC Clause
in Section 3.01{g) (as well as all of the other representations and warrantics in the agreement)
surplusage, as there is no event that could affect ADVO's business that was not encompassed
within this bread disclaimer.

The more appropriate reading of the introduction fo Section 3.0] is that, except
for events already reported in ADVO'S SEC documents - as oppased Lo possible future risks that
‘have not vet materialized — there has no been Material Adverse Change. "Thus, the “filed
document” cxception to Section 3.01 covers, inter afia, subsequent developments reported in a
Form 10-Q and any matiers disclosed in a Form 8-K filed ufler the most recent 10-Q. Put
differently, an adverse development is not excepted merely hecause the possibility that it could
occur is disclosed in a SEC filing. Rather, the exception applies only to adverse developments
that are reported 10 have already cccurred.

The MAC Clause in Section 6.02 censpicuously omits any general reference to
matters disclosed in SEC filings, The reason tor this 1s clear: that clause reistes only to changes
Fom the time of the Merger Agreement forward. Obviously, things that happen after the signing
of the Merger Agreement cannot be disclosed in an SEC filing before the signing of the Merger

Agreement. Thus, there was no point in including the exeeption that appears in Saction 3.01.
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It is of course true that risky disclosed prior to the signing of the Merger
Agreement may come w froition after the signing of the Merger Agreement, and if the parties
had intended what ADVO asserts - that any risk disclosed in an SEC filing could not give rise
10 a MAC - they would have included the “except as disclosed in the Company’s SEC
Documents” langusge in Section 6.02 as well as in Section 3.01. But the parties did not do so.

Thus, under ATYV('s reading of the contract, if a possible risk is disclosed in the
Company's SEC Documents and comes to fruition before the Merger Agreement is signed, but is
not disclosed until after the Merger Agreement is signed, there can be no MAC. On the other
e, 1 the Ddentival risk s disclesed o the Company s SEC Dovcuments, a1 comes (o fruition
after the Merger Agreement ¢ signed, there can be a MAC. This reading obviously makes no
sense ~ from the standpoint of a rational buyer [or a rational seller), it should make no difference
whether a material adverse event occurs prior o the signing of the Merger Agreement, but is not
disclosed, or whether it occurs only after the Merger Agreement is signed. In either case, the
buyer is not getting what it bargained for.

Read properly, the only cvents that are excepted from warranty in Section 3.01
that, since ADVO’s most recent Form 10-Q, there has been no material advetse change are those
that have occurred prior (o the signing of the Merger Agreement and have been disclosed, either
in & securities filing or on Schedule 3 41{g) — not those that could some day occur, butas faras is
disclosed to the buyer, have not occurred yet. If the parties had intended the construction urged
by ADVQ ~ that any disclosed risk eouid by definition never give rise to a MAC — they would
have included in Section 6.02 the “except as disclosed in the Company’s SEC documents™
language that appears in Section 3.01. As noted above, the paries did not do so. This is strong

evidence that the partics never intended 1o include in the definivion of a Materia]l Adverse
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Change (ie, exclude from the 2xception) matters that were disclosed in securities filings as
possible risks but came to fruition only after the Merger Agreement was signed.

ADV(Fs argument is also factually crroneous. It asserts that the shortfafl in
operating income is the result of a “high oceurrence of zone products cancellations . . . expenses
associated with the March 26 launch of SDR and expenses related o three non-recurring cost-
catting mitiatives.™ AOB 63. This is simply faise. Total shortfall in zone producis ravenues was
approximately 6 million, Keegan £7. A 36 million revenue miss cannot explain a $23.3
million miss in operating income. Nor are expenses assoviated with SDR 4 material factor, as
2006 T capenses were just 52 million above the forecest amount. Gant 85, Tinally, the cost-
cutting initiatives explain no part of the revenue miss. As Ms. Gant and Mr. Epstein each made
clear, and the decuments plainly demonstrate, $37.1 million forecast of operating income for the
second half of 2006 was gffer reduction for thesc initiatives, Gant 204; Epstein 319-20; Epstein
Ex. 21 at ADVODU832294, Accordingly, even if the Court were o accept ADV (s erroneous
argumenl that ceowrrence of matters previously identified as risks cannot constitute 2 MAC, the

tacts here would still establish that 8 MAC ocourred.

B. No Part of ADVO's Earnings Shortfell can be Attributable
to Valassis® Actions.

ADVO next attempts to blame the victim, claiming that Valassis' own “wrongful
refusal to close™ has caused ADV(Y's carnings miss. There is nio merit 1 this claim. Obviously,
Valassis' actions cannot have affecied the third gquarter results, because the third quarter was
over before the Merger Agreement was even signed. As to the fourth quarter, Valassis’ allegedly
*wrangful™ actions did not oceur until, at the earliest, late Augnst, just a month before the close

ol the fourth quarter, ADVO's sales generally have a lead time of zt least seveal months.
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Epstein 369-70. Accordingly, Valassis' allegedly wrongful actions in {ate August cannot have

caused ADVO’s disastrous performance in the second half of fiscal 2006.

. ATV s Second Hall Earnines Miss Was Clegrly Matenizl,

As part of ADVO’s continuing campaign to jam this case into the /BP wemplate, it
contends that the “chellenges facing ADVO are, at most, shori-term,” and quotes language from
[BP that a material adverse change must “threaten the overall earnings poiential in a
durationally-significant manner” and that 2 “short-term hiccup in earnings™ should not suffice.
AOB §4-63.

This case is nothing fike 18P, Although the Court there found the case to be “a
close one™ (789 AZd at 68), such that the Court reached its conclusion “with less than the
optimal amount of cenfidence™ (4. at 71}, the factors that drove Court™s conclusion in /BP are
noticeably absent here, For example:

* The 18P Count noted that “IBP never provided Tyson with guarterly
projections.” 789 A.2d at 68 {emphasis in original). Hete, the opposite is
true. Not cnly did ADVQ furnish Yalassis with a quaricrly forecast, but
given ADVO’s “tum around” story, Valassis specifically and clearly
focused on ADVO’s April/May financials, and ADVO knew that it was
doing so.

» In IBP, the tarpst “had a very sub par [irst quarter” but had begun to
recover by the Apreement’s termination date, 789 A.2d at 68, 70. Here,

ADVO has had three consecutive disastrous guarters ~ 2, (33 and 4
2006 — and there are no reswiis indicating any immediate recovery. *

: ADVO's witnesses will no doubt testify they expect an imminent turnaround. In view of

ADV(’s poor record of prediction, the Court’s observation from I5P is apt:

In view of [BP's demonstrated incapacity 1o accurstely predict
near-term results, Tyson savs with some justification that T should
be hestiant 1o give much weight 1o IBP's assurance that it will
pecform well for the rest of the year.

{continued . . )
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Twson's arguments were unaccompanicd by expert evidence that identified
the domunition in IBP's value or sarnings potential as a result of its first
quarter performance. 789 A2d at 69. Here, Mr. Litvak will testify that
ADVQ's performunce for fwe second half of 2006 has substantially
reduced ADVO s value,

After 1IBP’s disappointing earnings, {yson’s financial adwvisor still
concluded that a purchase of IBP at the merger price was within the range
or faimess and a greal long-term value for Tvson. 789 A.2d at 70, Here,
in contrast, Valassis® financial advisor, Bear Stearns, has stated that it may
no longer be appropriate for parties to rely on its fairness opinion.
Blackman Ex. 44.

1BP was in a cyclical business. 789 A.2d at 70. There is no evidence of
any cyclicality in ADVO’s business.

The consensus of the analyst community in /8 was that the Company
would fall short of carnings projections by less than 20 per share, or about
1% of forecast. Hers, in contrast, the Momingstar consensus for
ADVO's 2007 carnings per share hes dropped from $1.81 10 $1.235 per
share, 2 decline of over 30%, and the estimates for 2008 have dropped
from $1.89 to 31.65 per share, a decline of nearly 13%. ADVO’s
projections were for $1.65 per share in 2007, and $2.10 per share in 2008.
Thug, the Wall Steeet consensus is that ADVO will niiss its 2007 earnings
target by 34% and its 2008 camnings target by 51.4%.

In SBP, the company publicly stated its expectation that it would mect (or
peariy mee) irs full-vear projection. Id. at 20, Here, ADVO has not
made, and will not make, any such public announcement, because it
knows it would not be true,

In short, ADYWO tald Valassis that it had overcome recent problems in its business

and was poised for growth, This has twned 0w simply not to be tmue.  Since the Merger

Agreement was signed, ADVO has had two consecutive poor quarters, and the consensus is that

ADV(Y's woes will continue for at Ieast the next two vears. This case is nof TBP,

{. .. continued)

789 A2dat 71,
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ADVO next contends that, even under the model developed by Valassis® financial
advizor, Bear Stearns, $37 per share is still within the range of faimess if one substitutes acrual
fourth quarter results for the rosults forecast by Bear Stearns. This claim, however, is premised
oo the assumption that ADVO’s woeful 2006 performance wiil have no effect on its performance
in 2007 and bevond, a premise vhat ADVO's witnesses, Valassis and analysts have unanimously
rejected.

ADVL) next asserts that during the last six guaners ADVO's sverape operating
income was $16.7 million with a standard deviation of $4.6 million, and that ADVO's Q3 and
Q4 2006 deviations from prior performunce were “barely mwore than one standard deviation from
expectation” and therefore not significant. AOB 66-67, This ham-handed exercise in statistical
manipulation proves no such thing; indeed, ADVO’s analysis, when applied properly, proves
that ADVO's woeful second half performance /s material. ADVO’s isolation of just six prior
quarters as the “relevant” period for historical comparison skewed its computation of the mean
and standard deviation of historical opersting income, and appears to be a deliberate attempt 1o
hide the mauieriality of ADVQ’s eamings miss, But even accepting ADVO's sutistical
computations, ADV(’s third quarter 2006 earnings miss was $11.3 million from forecast (318
million forecast less 36,7 million achieved) and $10 million below ADVO's mean quarterly
earnings, more than two slandard deviations (as computed by ADVO} below the mean and below
forceast.? ADV( s fourth querter miss was $18.8 million, or four standard deviations below the

mean, after adjusting o the 86 million charge relating to the third quarter.”

% In a stanistical sleight of hand, ADVO ignores the fact that its reported thind guarter
carnings were overstated by $6 million, Simultaneously, it disraisses the $6 million from
its fourth quarter {where it was reported) on the ground that it was a “non-recurring
itemn{].” AOB 67. If one adds back $2.3 million of merger-related expenses, third

{continued . . .)
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It fact, howewer, since fiscal 2002, ADVQ's operating income has averaged
$19.05 million, or $76.2 million per year, almost exactly what ADVO forecast in 2006 before
deducting {ur sirstegic initiatives. Using this more sppropriate hastoneal sample, the standard
deviation of ADV{) s quarterly camings was just under 33,3 million, Using this larger and more
appropriate sample, ADV('s third quarter revenue of 59 million (after adjusting for merger-
related expenses) was 59 million below [orecast and 310 million below its historical average,
approximately three standard deviations below expected results.  ADV(Ys fourth quarter
cperating income of $4.8 million (afler adjusting for merger-related expenses) was more than
£14 miilion below forecast® and its historical average, and thus more than fowr srandord
deviations below expectations. For normal distributions, 99.73% of results are within three
erandard deviations of the mean. Thus, the Bkelihood of a result three ssundard deviations below
the mean is 1.33 out of 1,000. For nomal distributions, 99.9937% of results are within four
standard deviations of the mean. Thus, the likelihood of 2 resuit four standard deviations below
the mean is 3.15 of out 100,600, The probability of operating income falling three standard
deviations below the mean in the third quarter, and then falling four standard deviations below

the mean in the next guarier, is thus approximately 4.5 in 199,000,000, or shout § in 23 million.

{. .. continued)
guarler operating income was $9 million, which is still three standard deviations below
the historical mean and nearly three standsrd deviations below ADVO’s forecast,

Compuied a8 forecast operating income of $19.1 million, less reported operating income
of {$5.7 million) plus $6 million charges related to the third quarter. Fven if one adds
back §4.3 million of merger related expenses incurred in the fourth quarier, the operating
income miss is still $14.3 million, more than three standard deviations below ADVQO’s
calcuiaed mean.

As noted previously, the second half forecast already ook frnfo aeceunt one-time strategic
initiatives and the accounting change relating to FAS 123, See p. 30, supra.
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It is fair 10 say that ADV(Q's performance I the secend half of 2006 was Iikely not a result of
nermal fluctuations, but instead the result of a fundamental change in ADVO’ s business,

Finally_ there is no merit to ADVO’s claim that ADV(’s camings announcements
cannot have been material because the price of ADVO and Valassis stock did not drop upon the
announcement of those camings. ADVO’s stock, of course, is being propped uwp by the
possibility that Valassis will be required 1o pay $37 per share 1o acquire in® ADVO's stoek is
affected by myriad considerations, including its own financial performance, the likelibood that
Valassis will be required to consummate the ADVO merger, and the market’s changing views of
the desirability of such a merger. In view of all of these moviag paris, it is impoessible to claim
{as ADVO docs) that the lack of significant movement in Valassis® stock price upen the
amnouncement of ADVG s disappointing eamings proves that the earnings miss was not material.

D, ADV(Q's Woes Are Substantially Disproportionate to
Those Affecting the Industry,

Finally, ADVOQ seeks to assert that ADVQ’s earnings woes are the resalt of
factors affecting the industry generally and, therefore, are excepted from the MAC Clause.

The data does not support this contention. ADVO’s carnings for 2006 were 649%
helow the Wall Street estimate, and 2007 consensus earnings estimates have now been reduced
by over 30%. The performance of other participants in the industry has not been down by nearly
this amouni. Moreover, a3 Valassis”™ expert, Steven J. Silver, will testify, the direet mail and
shered mail industries indicate a generally favorable market environment. ADV('s peer

companics have seen their quarer-on-gquarter operating income decling slightly — from 2% to 8%

We note, however, that ADVO’s stock is not trading close to $37 — an indication that
there is substantial uncertainty that ADVO will prevail in the litigation.
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- while ADVO’s quarter-cn-quarter operating income since the signing of the Merger
Agreement has declined by approximately 60% in cach quarter. Clearly, ADVO s not merely
experiencing industry-wide factors.  As Mr. Silver will testify, ADVO's problems are
atrributable to factors that are unique o it, including, in particular, continuing sofiness in its Zone
Products business. These problems cannot be attributed to industry-wide factors. Finally, the
return of an asscls analysis of ADVYs cxpert, performed appropriately, confirms that ADVO s
problems were disproporiionate to the industry. Between 2006 and 2006, ADVO's return on
assels declined by 35%, while that of ADVO’s competitors declined by un average of just 1%.

HI.  ADVO HAS BREACHED ITS REPRESENTATIONS AND
WARRANTIES UNDER SECTION 3 01{2)ii). {e)(iv) AND (g}

Az set forth in the Valassis™ Opening Prewial Brief, aADVO has breached its
representations and warranties that it maintained sufficient internal controls to comply with
applicable law, that its disclosure controls and procedures were reasonably designed to ensure
that material information was reported accuraiely, that it has conducted its business in all
material respects enly in the ordinary course consistent with past practice, and that there was not
any “demand letier, or Order of any Governmental Entity or Arbitrator outstanding against™
ADVO.

ADV('s Opening Bricf asserts only that, while it has experienced “challenges™
concerning its internal controls, ADVO and its outside accountants “suegessfully designed
controls to meet those challenpes™ AQB 70,

ADVO represented not only that it maintained an adeguate svstem of controls, but
also that i1s controls were sufficient. As Valassis® expert Joseph Szmandzinski will testify, those
representations and warranties are not true, The proof is in the quality of ADVOs reported

eamings. s Form 19-Q publicly filed for the third guarter of 2006 oversinled rovenuss, and



therefore overstated ADVO’s reported $12.7 million operating income by $6 million, or nearly
50%. Such “controls™ are plainly not adeguate.

Faced with this fact, ADVO again sceks refuge in the argument that its Form 10-
) for the second guarter of 2006 warned that the company’s ability to maintain interna! controls
“may be negatively impacted” by the compuny’s implemmentation of 3DR, and that in all events,
the inadequacics of s internal controls are not material. AOB 70, These arguments have been
addressed above. See page 30, supra. They are no more convincing when applied to the laek of
internal controls than when applied to ADVO's misreporting of its financial results.

1Iv.  ADVO BREACHED ITS OBLIGATION TO PROVIDE

VALASSIS  WITH  REASONABLE  ACCESS TO
INFORMATION.

In late July ADVO announced earnings that were 30% helow the forecast that it
had told Valassis just two days before the end of the guarter was “on track.” Valassis
understandably had questions, and consistent with its position in late June, it wanted data, 3ot
words. The need for data was only accontuatted when ADVO’s words explained to Valassis that
the data provided 1o Valassis in June had been “corrupt,” “flawed” and “garbage in garbage out.”
Valassis needed to know why ADVO had been so far off its forecast, and why iis data was
corrupt, Under the circumstances, full access was reasonable. That access was not provided.

ADVO now asserts that it “made extraordinary efforts to accommodale Valassis™
requests until the eve of the lawsuit,” AOB 71. ADVO’s position is pure flummery. As detailed
in Valassis Opening Brief, ADVO denied Valassis access to the data and the personnel it needed.
YOB 72. ADVO's counsel copcluded {erruneousiy) thel Valassis® motbvation was to find 8 way
out of the deal, and concluded incorrectlv that it could thereiore block Valassis® access, In fact,

ADVO had scheduled its shareholder vote on the merger for September 13, 2006, and it
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evidently hoped that if it stalled, it could force Valassis to close on September 15 without
providing Valassis with the contraciually-mandated access that it needed to understand ADVO's
trua financial position. The proof of the unrcesonableness of ADVQ’s position is that Valassis®
fears were well founded: After denying sccess to Valassis, ADVO was forced to disclose thar its
third quarter results were overstated by 56 million as the result of improperly recorded revenues,
ADVO evidemtly hoped o make this disclosure afier it was a wholly-owned subsidiary of
Valassis.

The parties’ contract did not permit this type of tactical stalling. 1t required that
ADVO provide Valassis with reasonable acesss. In the circumstances existing in ltuly and
August, the limited access provided by ADVO was grossly insufficinet. By its actions, ADVO

bresched Section 5.02(2) of the Merger Agreement,

CONCLUSION
For the reasons stated in Valassis® pretrial briefs, as well as the evidence w0 be
presented at trial, Valassis is entitied to the relief requested in its Amended Complaint.
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