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INTRODUCTION

This past year has witnessed severd saismic shiftsin the world of corporate governance
and securities regulation that will have profound and lasting impact on securities class action
litigation. The sudden and catastrophic collgpses of Enron, Worldcom, Globa Crossing, Tyco,
Adephia, and other mgjor public companies, together with the wave of Securities and Exchange
Commission enforcement actions and crimind indictments that followed, fundamentaly atered
the politics of securitiesregulation. Investor outrage prompted swift and sometimes
overwrought politica reactions:

Vad new legiddive initiatives were launched in the Congress, culminating in the
passage of the Sarbanes-Oxley Act of 2002, about which much ink aready has been
spilled.

State regulators, most famoudy New Y ork State Attorney Generd Elliot Spitzer,
launched their own initiaives, including the precedent- setting settlement with Merrill
Lynch over its analyst research practices.

The two principa sef-regulatory organizations, the NY SE and NASD, have
announced a number of proposed changes to their listing standards, designed to
address some of the perceived corporate governance failures of public companies,
particularly those involving the duties, respongbilities, and conflicts of board and
audit committee members.

The sheer breadth and scope of recent accounting scandals has led to a complete
rethinking of regulation of the accounting profession, and the creetion of the new
Public Company Accounting Oversight Board.

In sum, there has never been a more chalenging time for public companies and their
directors and officers than now.

The broad reform agenda that has unfolded in Congress and among federa and state
regulators undoubtedly will have consequences for private securities litigetion for years to come.
Most immediately, the judicia environment for the defense of pending class action cases has
become utterly toxic, as defendants across the country face the prospect of litigating their cases
againg a backdrop of widespread public revulson and mistrust. Longer term, the Sarbanes-
Oxley Act and rdated SEC rulemaking may result in new standards of conduct that will be
transformed by creative plaintiffs counsd into new civil liability sandards; in the future, any
materiad business failure may lead to dlegations that directors and officers recklesdy falled to
ingtitute dl of the controls and procedures contemplated by Sarbanes-Oxley, or recklessy
ignored compliance problems, or otherwise failed to carry out the vast new duties and
responsibilities that Sarbanes-Oxley seeksto impose. A new eraof “gotcha’ litigation is sure to
come.

In the meantime, securities litigation under the PSLRA continues apace. Thisarticle
reviews only some of the recent developments under the PSLRA and the Uniform Standards Act.
In each of the areas we feature, the casdaw ether isragpidly evolving, or is continuing to exhibit
deep and abiding conflicts among the circuits. In any event, the casdaw under the PSLRA and
SLUSA surely cannot be said to provide certainty or predictability, and in that respect the
ultimate congressiond god of diminating meritless litigation continues to be dusive.
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. PLEADING CHALLENGESUNDER THE PSLRA: CONFLICTING
STANDARDSON MOTIONSTO DISMISS

The issue of how the PSLRA “scienter” standard should be applied continues to be
debated by the appellate courts, and the U.S. Supreme Court so far has chosen not to resolve the
clear conflict among the circuits as to whether the PSLRA did or did not eiminate the so-cdled
“motive and opportunity” test from the Second Circuit.l That continuing debate will not be
addressed here. In the meantime, the Ninth Circuit initidly demonstrated a strong propensity to
interpret the PSLRA conservatively.2 In 2002, the Ninth Circuit issued one of the most
sgnificant rulingsin severd years, arguably setting a different sandard for what inferences the
courts must draw at the pleading stage. 1n 2003, a different pand of the Ninth Circuit appeared
to pull back from that standard.

The VISX Decision. In Gompper v. VISX, Inc., 298 F.3d 893 (9th Cir. 2002), the Ninth
Circuit sgnificantly strengthened the PSLRA pleading requirements, particularly with regard to
the pleading of scienter in cases brought under Section 10(b) of the Securities Exchange Act of
1934. VISX indructs courtsto disregard the traditiona motion to dismiss sandard —which
requires that al dleged facts be considered true and that al reasonable inferences be drawvnin
favor of the non-moving party — and instead holds that, “when determining whether plaintiffs
have shown a strong inference of scienter, the court must consider all reasonable inferencesto be
drawn from the dlegations, induding inferences unfavorable to the plaintiffs” VISX, 298 F.3d
at 897.

InVISX, the defendant corporation developed and sold laser vision-correction devices,
charging a $250 fee for each use of its patented laser system. See VISX, 298 F.3d at 894. In
early 1999, ariva company entered the market with asimilar product that did not have a per
procedure charge. 1d. Inresponse to the competitive threat, VISX filed suit againg the
competitor for patent infringement in both federa digtrict court and before the Internationd
Trade Commission (the“ITC”). I1d. ThelTC judge ruled againgt VISX and found one of
VISX’s core patents invalid; two months later, VISX publicly announced that it was reducing its
per procedure fee to $100. 1d. at 894-95. VISX's stock plummeted in the wake of this
announcement, and plaintiffs filed suit. 1d. at 895.

The gravamen of plaintiffs complaint was that defendants knew prior to the
adminidrative ruling that there was no basis for their core patent claims and, without avaid
patent, knew that VISX could neither maintain its high per procedure fee nor subgtantiate its rosy
revenue projections. See VISX, 283 F.3d a 895. To support their claim that defendants actually
knew VISX’s patents were invdid, plaintiffs asserted that VISX' s tendency to aggressively sue

1 See Novak v. Kasaks, 216 F.3d 300 (2d Cir.), cert. denied, 531 U.S. 1012 (2000); Inre
Scholastic Corp. Sec. Litig., 252 F.3d 63 (2d Cir.), cert. denied, 122 S. Ct. 678 (2001).

2 See, eg., Inre Vantive Corp. Sec. Litig., 283 F.3d 1079 (9th Cir. 2002); Lipton v.
Pathogenesis Corp. Sec. Litig., 284 F.3d 1027 (9th Cir. 2002); DSAM Global Value Fund v.
Altris Software, Inc., 288 F.3d 385 (9th Cir. 2002); Brody v. Transitional Hosps. Corp., 280
F.3d 997 (9th Cir. 2002); Ronconi v. Larkin, 253 F.3d 423 (9th Cir. 2001).



its competitors for patent infringement reveded a strategy of intimidation of competitors through
litigation despite its knowledge that its patents were invalid. Id. at 896-97.

The court disagreed with the inference plaintiffs drew from these dlegations, finding that
“itisequdly if not more plausble that VISX conagtently initiated litigetion in defense of its
patents because it and its officers believed the patents were valid, and recognized that the very
aurviva of VISX’s business mode was contingent on the technology protected by these patents.
Consderation of thisinference quite clearly impedes the plaintiffs progress toward building the
requisite srong inference of scienter.” 1d. at 897.

The court reasoned: “we believe Congress made it crystd clear . . . that only complaints
with particularized facts giving rise to a strong inference of wrongdoing survive a motion to
dismiss, [and] we agree with the digtrict court that when determining whether plaintiffs have
shown a strong inference of scienter, the court must consider all reasonable inferencesto be
drawn from the alegations, including inferences unfavorable to the plaintiffs. Digtrict courts
should consider dl the dlegetionsin their entirety, together with any reasonable inferences that
can be drawn therefrom, in concluding whether, on balance, the plaintiffs complaint givesrise
to the requidite inference of scienter.” VISX, 298 F.3d at 897.

America West Holding — I nroads on the VISX Standard. Ealier thisyear, in No. 84
Employer-Teamster Joint Council Pension Trust Fund v. America West Holding Corp., 320 F.3d
920 (9th Cir. 2003), the Ninth Circuit reversed adismissal of a securities class action complant.
Inthis case, plaintiffs aleged that America West and its officers and directors had ddliberately
misrepresented the extent of the company’ s arcraft maintenance problemsin order to atificidly
bolster the value of America West's stock so their controlling shareholders could redize $67
million iningder trading profits. 1d. at 934. The digtrict court dismissed the complaint, finding
that plaintiffs had “*failed to sufficiently support their dlegations of fase and mideading
satements with greet detail and dl revant circumstances, and . . . failed to state with
particularity al facts that gave rise to a strong inference of ddliberate recklessness or actud
intent.” 1d. at 930.

The Ninth Circuit, initsreview of plantiffs dlegations of scienter, acknowledged the
“tenson [noted by the Ninth Circuit in VI SX] between Rule 12(b)(6) and the heightened pleading
standard st forth under the Reform Act,” and quoted the VI SX rule requiring that the court “must
congder ‘dl reasonable inferences to be drawn from the alegations, including inferences
unfavorable to the plaintiffs”” America West, 320 F.3d at 938. However, after discussing
plantiffs dlegations for many pages, the court seemed expresdy to ignore the VISX rulewhen
aticulaing itsholding: “In this era of corporate scandd, when ingders manipulate the market
with the complicity of lawyers and accountants, we are cautious not to raise the bar of the
PSLRA any higher than that which isrequired under its mandates. The Didtrict Court’ sfailure
to accept Plaintiffs' allegations as true and construe them in the light most favorable to Plaintiffs
doesjust that.” Id. at 946 (emphasis added).

District Court Cases I nterpreting VISX. A recent decison from the Northern Didirict of
Cdifornia, before the same didtrict court judge who dismissed the VISX case in the digtrict court,
cites VI SX gpprovingly and gpplies the new baancing of inferences sandard from VISX inits
scienter andyss. See Coble v. Broadvision, Inc., No. C01-01969 CRB, 2002 U.S. Dist. LEXIS
17495, at *8-9, *18, *33 (N.D. Cal. Sept. 11, 2002).
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In Coble, defendant Broadvision restated its financid statementsto include $4 millionin
previoudy omitted expenses, causing the stock to drop and precipitating the litigation. Coble,
2002 U.S. Digt. LEXIS 17495, at *9. Plaintiffs aleged that defendants knew of the expenses
when they issued Broadvison's origina financid statements, and asserted that the fact that
defendants had attempted to hire a new CFO during the class period who declined the job
“grongly suggests that defendants knew, or were conscioudy recklessin not knowing, that the
Company’sinternd financid contrals, in fact, were unrdliable and itsfinancid reaults.. . . were
fds2” Id. at *17. The court rgected the inference that plaintiffs had drawn that the prospective
CFO had declined the job because of his aleged knowledge of financia improprieties. 1d. at
*17-18. “Such an inferenceis unreasonable, or at leadt, there are many other far more reasonable
inferences to be drawn from that fact.” 1d.; seealsoid. at *32-33 (finding, with regard to an
aleged misstatement concerning product compliance, that “[g]iven the lack of any other
misstatements, it isequdly — if not more — likely that the misstatement was inadvertent, asit is
that it wasintentiona”). While the Coble court acknowledged that it “must accept . . . plaintiffs
adlegations as true and condrue them in the light most favorable to the plaintiffs’ on amotion to
digmiss, in “determining whether plaintiffs have pled a strong inference of scienter, ‘the court
mudt [in light of VISX] consider all reasonable inferences to be drawn from the alegations,
including inferences unfavorable to the plaintiffs’” 1d. at *8-9 (quoting VISX, 298 F.3d at 897).

On May 1, 2003, in adecison from the Southern Digtrict of Cdifornia.on a motion by
defendants for reconsideration of adenia of their motion to dismiss, the court warned that it did
not consider VISX an “intervening changein contralling law.” In re Amylin Pharmaceuticals,
Inc. Sec. Litig., 2003 U.S. Dist. LEXIS 7667, at *9 (S.D. Cd. May 1, 2003). In Amylin, plantiffs
dleged that defendants made false and mideading representations concerning clinical studies on
anew drug, Symlin, in order to religt its stock on the NASDAQ and raise in excess of $129
million from two private placements, without excessively diluting the defendants current
holdings. Seeid. a *4. The court found these dlegations sufficient to state adaim under
Section 10(b). Defendants, on reconsideration, maintained that their investment of millions of
dollarsin the clinicd trids and continued cooperation and communication with the Food & Drug
Adminigration (the “FDA”), led unavoidably to the inference that defendants reasonably
believed the trids were sufficient, rendering plaintiffs alegations insufficient to satisfy the VISX
standard. Seeid. at *11-12. The court disagreed, and found that in its view, the VI SX scienter
requirement was not inconsstent with the pre-VISX treatment of inferences on Rule 12(b)(6)
motions to dismiss, and observed that the “ concepts are not contradictory.” Id. at *10. The court
noted, however, that “even assuming [VISX] qudifies as ‘an intervening change in controlling
law,” the denid of defendants motion was not inconsstent with VISX. Id. a *11. Whilethe
inferences asserted by defendants were consistent with a sincere hope by defendants that the
cinica trids were sufficient to garner FDA gpprova, the court held that they did not “ negate the
reasonable inference that [defendants] knew that the FDA had serious concerns about its study
designs which could prevent the gpprova of Symlin.” Id. at *12.

Eminence Capital —“ Three Bites at the Apple” For Leave to Amend at the Pleading
Stage. In Eminence Capital, LLC v. Aspeon, Inc., 316 F.3d 1048, 1052-53 (9th Cir. 2003), the
Ninth Circuit examined whether a securities class action plaintiff who had dready had “three
bites a the gpple’ should be permitted, under the PSLRA, another “bite’ and be alowed to
replead another time. The court noted that “[w]e need to bear in mind that we are not operating
in the world of notice pleadings. In thistechnica and demanding corner of the law, the drafting
of a cognizable complaint can be amaiter of trial and error.” 1d. a 1052. In light of this redlity,
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the Ninth Circuit reversed the didtrict court’s dismissa with prgudice of plaintiff’s complaint,
finding that “plaintiffs had not filed three subgtantidly smilar complaints dleging substantialy
gmilar theories. . .. [I]tisnot accurate to imply that plaintiffs hed filed multiple pleadingsin an
attempt to cure pre-exiding defidencies” Id. at 1053. Rather, the court held, “[t]he exigting
record demondirates that plaintiffs alegations were not frivolous and thet they were endeavoring
in good faith to meet the heightened pleading requirements of the PSLRA ... and. . . it appears
that plaintiffs had a reasonable chance of successfully stating adam if given another

opportunity.” Id.

1. PSLRA CASESINVOLVING PLEADING OF SCIENTER WHERE THE
COMPANY HASRESTATED ITSFINANCIAL RESULTSOR
OTHERWISE ADMITTED TO GAAP VIOLATIONS

Thereis an emerging consensus among the courts that the mere alegation that an issuer
violated generaly accepted accounting principles (“ GAAP’), standing done, isinsufficient to
meet the PSLRA’ s scienter requirement. Similarly, many courts agree that merdly dleging that a
company restated its financid reports, without more, does not satisfy the scienter requirement.
Recent cases provide ingght about circumstances under which alegations of financid
restatements and/or GAAP or Generaly Accepted Auditing Standards (“GAAS’) violations,
under the totdity of circumstances, may condtitute important factors in evaluating whether
scienter has been adequately pleaded.

Some of the factors recent courts have frequently addressed include: () the nature, size,
and scope of GAAP violations, (b) the magnitude and frequency of restatements; and (c) whether
the alegations of GAAP violations and/or restatements are accompanied by alegations of insder
trading.3 In addition, in cases where the auditor is the defendant, courts look for “red flags’ that
should have put the auditor on notice of the company’ s financia improprieties.

Courts consgtently have found certain types of dlegations insufficient to survive a
motion to dismiss. Insufficient alegations include those daiming that individua defendants

“should have known” of violations based on their positions within the company, dlegations that

3 See eg., Inre SCB Computer Tech., Inc., Sec. Litig., 149 F. Supp. 2d 334, 350 (W.D. Tenn.
2001) (acknowledging that “[i]n certain Situations, courts have alowed circumstances
surrounding GAAP violations to contribute to a strong inference of scienter”). The court
proceeded to give several examples of such cases, but then distinguished the case at bar,
noting that the previoudy discussed cases contained “Sgnificant factors’ not present in this
case. For example, the court observed that this complaint “includes no alegations of insder
sdes” Id. a 351. It dso noted that the magnitude of the improperly recognized revenuein
this case did not come close to that in the others. Plaintiffs alleged that, in fiscd years 1998
and 1999, SCB improperly recognized revenue in violaion of GAAP. The court calculated
that SCB could only have “ misstat[ed] its revenue for fiscal year 1998 by 2.9 percent,” or in
1999 by 1.65 percent. 1d. at 351. The court held that the improper revenue recognition was
insufficient to warrant afinding of scienter, and observed that “the magnitude of the financid
restatement, without more, failsto indicate that the earlier financid statements were made
with an intentiona or reckless sate of mind at the time they were made.” Id. at 353.



the GAAP provisons violated were “smple,” and alegations that the magnitude of the violation
or of the restatement ought to be determinative. To survive amotion to dismiss, it appears
plaintiffs must be able to plead specific factua circumstances which demongtrate not only
knowledge of accounting or auditing impropriety, but an actud intent to defraud. When the
defendant is an auditor, allegations that the audit was conducted negligently and alegetions that
the defendant |acked adequate interndl controls are aso routingy found insufficient.

Alternatively, courts appear willing to dlow acomplaint aleging GAAP violaions
and/or afinancid restatement to survive at the pleading stage where the magnitude of the GAAP
violaion is exceptionally large in proportion to previoudy reported numbers, where the
dlegations are accompanied by detailed alegations of insder trading, or where there are myriad
other detailed allegations of wrongdoing.

A. Defendants Have Scored A Number Of Important Recent Victories

The trend is becoming clear in mogt circuits that mere dlegations of company financia
restatements or GAAP/GAAS violations are insufficient to state a fraud claim under the PSLRA.
Severd recent decisions underscore this trend, and hold that conclusory alegations about what
management “must have known” will not suffice,

First Circuit. InlnreTyco International, Ltd., Securities Litigation, 185 F. Supp. 2d
102 (D.N.H. 2002), the court dismissed acomplaint at the pleading stage despite significant
earnings restatements.  Plaintiffs dleged that reserves were overstated to show artificia growth
in later quarters, and pointed to the restatements as evidence that defendants earlier financid
gatements were fase and mideading. 1d. at 111-12. The court found that the plaintiffsfailed to
provide “a coherent explanation linking the restatements to the fraud dleged.” 1d. at 112. In
fact, one restatement, the court noted, “ actually reduced charges taken in that quarter and thereby
increased earnings per share a atime when, if the [plaintiffs] alegations are to be believed,
earnings per share were origindly reported as being too high.” 1d.

InIn re Stone & Webster, Inc. Securities Litigation, 2003 WL 1697724, at *29 (D. Mass.
Mar. 28, 2003), the court dismissed a complaint aleging that PriceWaterhouseCoopers (“PwC”)
violated GAAP and GAAS initsaudit of Stone & Webster's (“S & W”) financid statements.
Pantiffs dleged that PwC had “actua knowledge,” in the form of severa “red flags” that S&
W was violating GAAP by booking revenue initsfinancid statements that that should have
been, but was not, disclosed to investors. 1d. a *27. Paintiffs dso aleged that PwC had
ignored S& W's GAAP violations and “ had performed audits that violated GAAS in so many
respects that PwC ‘ utterly failed initsrole as an auditor.’”” 1d. at *28. The court found, however,
that plantiffs alegations concerning S & W' sviolations of GAAP were so conflicting asto be
insufficient to support aclaim of fraud againgt S& W, let done PwC, and that “each of
plantiffs damsof a GAAS vidlation [was| gated in completely conclusory terms” 1d. The
court dso regjected plaintiffs alegations of PwC' s reckless disregard of “red flags,” noting theat
“auch ‘red flags must be * something more than the accounting violation itsdlf,” especidly
where plaintiffsfail to dlege, “in other than conclusory terms, that PwC was even aware of some
of thedleged red flags” Id.

Second Circuit. In AIG Global Sec. Lending Corp. v. Banc of America Sec. LLC, ---F.
Supp. 2d ---, 2003 WL 1738484, at *11 (S.D.N.Y. Mar. 31, 2003), the court dismissed a
complaint dleging that defendants had used “ unorthodox and non-standard” accounting practices
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which materidly misrepresented the loss and ddinquency rates for certain contracts. Plaintiffs
aleged that other retailers used different accounting trestment, rendering defendants' reported
figures mideading and atificidly inflated. 1d. The court found that while “the plaintiffs dlege
that the numbers were mideading because other retailers may have used different calculations or
accounting practices,” plaintiffsfail to dlege that defendants’ practices “were not acceptable
accounting standards.” 1d. The court held that “even if the plaintiffs had aleged that the
measures used by [defendants] failed to comply with . . . [GAAP], such a statement would be
insufficient to comply with Rule 9(b), since there would be no basis to conclude that the
practices actualy used were fraudulent.” 1d.

Fourth Circuit. InSvezzesev. Duratek, Inc., No. MJG-01-1830, 2002 U.S. Dist. LEXIS
20967, a *4 (D. Md. Apr. 30, 2002), the court granted defendant’ s motion to dismiss and held
thet alegations of GAAP violaions “can only raise asrong inference of scienter if plaintiff's

other alegations evince fraudulent intent.”4

Fifth Circuit. The Ffth Circuit hdd in Abramsv. Baker Hughes, Inc., 292 F.3d 424, 435
(5th Cir. 2002), that the plaintiffs failed to alege that defendants had the knowledge requisite to
edtablish scienter, despite adleging that the defendants violated GAAP, requiring a restatement of
previoudy issued reports. The court found that scienter cannot adequately be pled based on
defendants aleged knowledge of the misstatements semming from defendants positionsin the
company. Id. at 432. The court also noted that “company officias should not be held
responsible for failure to foresee future events.” 1d. at 433. Rather, to be held liable for
misstatements, such officids must have had actud knowledge that they were making
misstatements at the time those statements were made. 1d.

InInre Enron Corp. Securities, Derivative & ERISA Litigation, 2003 WL 1089307, at
*44-45 (S.D. Tex. Mar. 12, 2003), Judge Harmon dismissed clams of financia fraud under
Sections 10(b) and 20(a) against Enron’s outside directors. Plaintiffs had alleged that the outside
directors “knew or recklessy disregarded fraudulent acts taking place and approved them to
further the alleged Ponzi scheme’ a Enron, and that they were motivated to do this so that they
could profit from illegd indder sdling. 1d. a *34. The court was unimpressed with plaintiffs

4 Seealso In re E.Spire Communications, Inc. Sec. Litig., 127 F. Supp. 2d 734, 749 (D. Md.
2001) (granting defendant issuer’s motion to dismiss, holding thet the plaintiff failed to
aufficiently alege scienter where plaintiff relied on both the defendant’ s violations of GAAP
and its subsequent restatement of its financias and the plaintiff pointed to three factors: (1)
the smplicity of the rule violated, (2) defendant’ s knowledge of the rule and the possibility
that it was being violated, and (3) a statement by the defendant’s new CEO, after the class
period had ended, that, “there is absolutely zero tolerance for any lying, cheeting, or steding,
in any way, shape or form here. And that includes any public statement, or any public
information that | or anybody else gives out to you or to any other investor.”). The court held
that the fact that “arestatement of financials occurred is not sufficient to raise astrong
inference of scienter. It is settled that ‘ scienter requires more than a misgpplication of
accounting principles,; and that ‘ mere alegations that Satements made in one report should
have been made in earlier reports do not make out aclaim of securitiesfraud.’” 1d. at 745
(quoting MicroStrategy Inc. Sec. Litig., 115 F. Supp. 2d 620, 634-35 (E.D. Va. 2000)).



dlegations, finding that despite “dlusions’ to board minutes containing “ligs’ of agendaitems,
the complaint was devoid of “particular facts or details about the presentation or discusson. . .
that would indicate that the Outside Directors knew or recklesdy disregarded that there was a
Ponzi scheme afoot or that would suggest that their resolutions as members of the board or
committees were intended to further fraud.” 1d. The court dso hed that plaintiffs had “faled to
pleads facts showing that any of the Outside Directors persondly benefited from any nonpublic
information to which he or she was given access by engaging in timely, highly unusud and
suspicious ingder trading of their Enron securities” 1d. Under these circumstances, Judge
Harmon found that plaintiffs alegations “fail to raise a strong inference of scienter with respect
to any of the Outside Directors,” and therefore failed to state a claim under Sections 10(b) or
20(a).° Id. at *44-45.

InUmstead v. Andersen LLP, 2003 WL 222621, at *2 (N.D. Tex. Jan. 28, 2003),
plaintiffs aleged that defendant Andersen violated GAAP and GAAS when it audited issuer
Intelect’ s financia statements because of “the potentid for Sgnificant fees, achance to do
lucrative consulting work for Intelect, and the opportunity to grow its presence in the Ddlas
auditing market motivated Andersen to take the Intelect account and ultimately to commit
securitiesfraud.” Plantiffs dleged that Andersen falled to congder the impact of the
weskening foreign economy on Intelect, ignored red flags which would have placed Andersen on
notice that Intelect’ s receivables were uncertain, and generaly failed to take action or modify its
audit proceduresin light of “agreet ded” of information reflecting the “financid difficulties’ at
Intelect that made it a“high risk audit.” 1d. a *2-3. The court found that plaintiffs dlegations
regarding Andersen’s actions and inactions were “merely conclusory,” and that, because the only
dleged motive for the conduct was *no more than a desire to make money, and not an
extraordinary amount of money for an auditing engagement,” the dlegations did not demondrate
the requisite scienter. 1d. at *4; see also In re Capstead Mortgage Corp. Sec. Litig., 2003 WL
1813837, at *12 (N.D. Tex. Mar. 31, 2003) (“Plantiffs dlegations of accounting fraud based on
Defendants non-compliance with or violation of GAAP do not sufficiently demondrate
conscious misbehavior or severe recklessness.”).

Seventh Circuit. InRiggs Partners, LLC v. Hub Group, No. 02 C 1188, 2002 U.S. Dist.
LEX1S 20649, at *17 (N.D. IlI. Oct. 25, 2002), the court dismissed claims againgt the issuer
despite acknowledging that “the magnitude and nature of accounting errors may beliea
defendant’ s claim that it was unaware of any improprieties.”

Eighth Circuit. The Eighth Circuit reiterated the rule that dlegations of GAAP
violations, sanding adone, areinsufficient to plead scienter. SeeInreK-tel Int’l, Inc. Sec. Litig.,
300 F.3d 881, 890 (8th Cir. 2002). Such dlegations are only sufficient where they are
accompanied by evidence of fraudulent intent. Id. In K-tel the plaintiffs dleged thet the

5 Seealso Inre Enron Corp. Sec., Derivative & ERISA Litigation, 2003 WL 230688, at *15-17
(SD. Tex. Jan. 28, 2003) (adlegations that individua partners of Arthur Andersen, Enron’s
independent auditor, were “deeply involved” in fraudulent audit were insufficient to Sate a
Section 10(b) clam againgt them, but sufficient Section 10(b) earlier stated againg Arthur
Andersen itsdf was proper claim on which to base Section 20(a) “control person” clam
agang same individuas).



defendant’ s “knowing overstatement of assetsin violation of GAAP evinces fraudulent intent.”

Id. at 895.6 The court held that plaintiffs alegations failed for lack of particularity because the
plaintiffs faled to dlege any reason why the losses should have been written off as they were
pursuant to certain accounting rules, as opposed to at a later date pursuant to other equdly
applicable accounting rules, id. at 892, and that other alegationsfailed for lack of particularity
because the plaintiffs “fail[ed] to specify any contracts or circumstances that K-t knew at the
time of the March 10-Q or June 10-K would result in the specified losses” 1d. a 893. The court
aso found that conclusory allegations of ingder trading or agenerdized desire to increase stock
price could not suffice. 1d. at 895; see also In re Navarre Corp. Sec. Litig., 299 F.3d 735 (8th
Cir. 2002) (dismissing dlegations of accounting fraud at the pleading stage); Kushner v. Beverly
Enters., Inc., 317 F.3d 820, 827 (8th Cir. 2003) (“Without alegations of particular facts
demondtrating . . . that [defendants] knew the financid statements over represented the

company’ strue earnings, or that they were aware of a GAAP violation and disregarded it, a
showing in hindsght that the statements were fa se does not demondtrate fraudulent intent.”).

Ninth Circuit. A defendant’s admitted failure to follow GAAP isinsufficient to establish
scienter. See DSAM Global Value Fund v. Altris Software, 288 F.3d 385 (9th Cir. 2002). In
Altris, the plaintiff argued that the auditor’ s failure to follow GAAP was sufficient evidence to
establish scienter. The Ninth Circuit affirmed the didtrict court’s dismissal, acknowledging first
that the audit conducted by the defendant was “ serioudly botched,” and second that the defendant
conceded that the audit failed to comply with GAAP. 1d. a 390. Nevertheless, the court held
that “the complaint sets out a compelling case of negligence — perhaps even gross negligence —
but does not give rise to a strong inference that the auditor acted with an intent to defraud,
conscious misconduct, or deliberate recklessness, asis required in a securitiesfraud case” 1d. at
387.7 Thecourt in Altris noted that “[t]he plaintiff must prove that the accounting practices were

6 The accounting violations asserted by the plaintiffsin this case were asfollows. Firg, the
plaintiffs aleged thet “K -tel knew in March 1998 of a $1.498 million loss due to the poor
performance of asubsidiary and K-tel was required by GAAP to write off the assets of the
subsdiary inits March 10-Q filing, filed May 8, 1998. K-tel wrote down assets in that
amount by March 1999. Additionaly, the Class dleged K-tel falled to disclose future losses
of $1.8 million rdaed to the subsidiary, dso in violation of GAAP. The Classaleged such
overstating of assetsin the March 10-Q and the later June 10-K isaviolation of GAAP and is
evidence of fraud and scienter because K-tdl’sinclusion of the overstated assets concealed its
inability to comply with the minimum necessary tangible net assat requirement for continued
liging onthe NMS.” K-Tel, 300 F.3d at 888.

7 Seealso Inre McKesson HBOC, Inc. Sec. Litig., No. C-99-20743-RMW, Order Grantingin
Part and Denying in Part Motion by McKesson HBOC, Inc. to Dismiss or, in the Alterndtive,
to Strike Portions of the Third Amended Complaint, dip op. a 3-4 (N.D. Cal. Jan. 6, 2003)
(allegations that McK esson'’ s officers and directors “were aware of and discussed”
accounting issues at HBOC with outside auditors *do not reasonably support the conclusion
that they acted with the intent to deceive or recklessly by accepting their professond
advisors opinions or by not concluding that the accounting issuesraised ‘red flags or
potentidly materia errors’; “the court concludes that it cannot draw a strong inference that
McKesson acted with scienter”).



S0 deficient that the audit amounted to no audit at al, or an egregious refusd to see the obvious,
or to investigate the doubtful, or that the accounting judgments which were made were such that
no reasonable accountant would have made the same decisonsif confronted with the same
facts” DSAM Global Value Fund, 288 F.3d at 390 (citation omitted).8

The Ninth Circuit decisonin In re Vantive Corp. Securities Litigation, 283 F.3d 1079
(Sth Cir. 2002), dsoisingructive. In Vantive, the court affirmed dismissal of aclass action
aleging widespread accounting fraud and revenue recognition manipulations. Despite the
presence of alegations of “secret agreements’” and “secret” changes to the company’ s revenue
recognition policies, the court refused to find that plaintiffs had sufficiently dleged scienter. 1d.
at 1090-91.

Eleventh Circuit. When plantiffs assert clams againgt an auditor based on dlegations of
GAAP and GAAS vialations, courts have required the presence of additiond related “red flags’
in order to sate aclaim for violation of the securitieslaws. See Ziemba v. Cascade Int’l, Inc.,
256 F.3d 1194 (11th Cir. 2001). In Ziemba, the plaintiffs brought claims against Cascade
Internationa (“Cascade’), aswell as Coopers and Lybrand (“ Coopers’), Cascade' s accounting
firm. Coopers had audited two of Cascade' s subsidiaries, and issued opinions stating that both
audits had been conducted in accordance with GAAS. |d. Inther case against Coopers, the
plaintiffs pointed to certain “red flags’ that it claimed the defendant auditor ignored in issuing its
opinions. Id. at 1209.9 After enumerating the plaintiffs list of red flags, the court
acknowledged that, “[i]n certain circumstances, courts have held that alegations of violations of
GAAP or GAAS, coupled with dlegations of ignoring ‘red flags,” can be sufficient to date a
clam for securitiesfraud.” 1d. at 1209-10. But in afirming the dismissa of the complaint, the
court noted thet here, “[p]laintiffs have not dleged any facts suggesting actud awareness by
[Cooperg] of any fraud. Plaintiffs have pointed to no ‘tips,” letters, or conversationsraising
inferences that [Coopers] knew of any fraud. Furthermore, Plaintiffs have pointed to no facts
suggesting that [Coopers] was severely reckless in not knowing about any fraud.” 1d. at 1210.
The court held that, “at mogt, these dlegations raise an inference of gross negligence, but not
fraud.” 1d.10

8 Seealso InreWilliamsv. FVC.com Sec. Litig., No. 00-15555, 2002 WL 465161 (9th Cir.
Mar. 15, 2002); Colin v Onyx Acceptance Corp., No. 01-55499, 2002 WL 4608030 (Sth Cir.
Feb 14, 2002).

9 Many of these red flags concerned aleged improprieties by Cascade' s independent auditor
Bernard H. Levy. For example, anong Coopers work papers for the relevant time period
was a newspaper article that depicted Levy as part of Cascade s “management team, which
cdled into question Levy’sindependence” 1d. a 1209. Another aleged red flag was the
fact that “ Levy was a sole practitioner rather than alarge Big Six accounting firm.” Id.
Furthermore, a Coopers employee “sent Levy a checklist on proceduresto follow in
preparing a 10-Q, indicating that Levy needed assstance in preparing such afiling.” Id.

10 see also Nappier v. Pricewaterhouse Coopers LLP, No. 01-4717(JEl), 2002 U.S. Dist.
LEX1S 18781, a *32 (D.N.J. Oct. 4, 2002), in which the court dismissed plaintiffs claims
againg auditor despite the fact that plaintiffs aleged both that the auditor violated GAAP,
and that it falled to heed certain “red flags’ in conducting its audit of acompany that engaged

[ Footnote continued on next page]
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B. CasesSurviving Motionsto Dismiss Have Involved M ore Detailed
Allegations of Defendants Knowledge of Accounting Failures

Claims based on defendants restatements or GAAP violations survive motions to dismiss
when those dlegations are coupled with related detail concerning the claimed financia
wrongdoing.

First Circuit. InInre Cabletron Systems, Inc., the First Circuit recognized that
“Islignificant GAAP vidlations. . . ‘could provide evidence of scienter.”” 311 F.3d 11, 39 (1t
Cir. 2002) (citation omitted). The plaintiff in Cabletron made “particularized dlegations of
large- scale fraudulent practices over time” which the court held made it “difficult to escape a
gtrong inference of the type of recklessness concerning wrongdoing that amounts to scienter.”

Id. The court did not, however, rdy soldy on the GAAP dlegations in its scienter andyss. See
id. at 39-40. Other dlegations implicating defendants knowing fasty, such asinsder trading
dlegations, contributed to the court’s concluson. Seeid. at 40. The court also observed that
“[e]ach individua fact about scienter may provide only a brushstroke, but the resulting portrait

satiffies the requirement for a strong inference of scienter under the PSLRA.” 1d. at 40.11

InAldridge v. A.T. Cross, Corp., 284 F.3d 72 (1st Cir. 2002), the First Circuit reversed
the digtrict court’ s dismissal where the plaintiff aleged that the defendant violated GAAP by
faling to disdose its price protection practices to shareholders or to reserve for them in financid
gatements. In Aldridge, the defendant had a successful and profitable busnessyear. 1d. at 79.
Upon adramatic drop in sdes, in an effort to reassure investors, directors of the defendant
company explained to investors and andysts that sales had decreased in the first quarter of the
following year due to price protections that were part of the company’sinitia sales srategy. 1d.
The digtrict court held that it would be unreasonable to infer from these dlegations that the
defendant had engaged in price protection in the first year of operation. 1d. The Firgt Circuit
reversed, noting first that Federd Rule of Civil Procedure 12(b)(6) requires drawing dl
reasonable inferencesin aplaintiff’ sfavor. It subsequently held that “it is an extremdy
reasonable inference, from the defendants statements in 1999, that the company had offered its
customers price protection guaranteesin 1998 . . . [and that] it may eadily be inferred that the
gatements were mideading and that the defendants knew they were mideading.” 1d.

Second Circuit. InBurstyn v. Worldwide Xceed Group, Inc., the court denied
defendants motion to dismiss, noting that the “magnitude’ of the violations “raises questions
about defendants' credibility, makes the [optimistic] press statements increasingly suspect, and

[Footnote continued from previous page]
in unlawful business practices. The court noted that “so-caled ‘red flags . . . must be ‘ closer
to ‘smoking guns than merewarning sgns.”” 1d.

11 InInreLernout & Hauspie Securities Litigation, 236 F. Supp. 2d 161, 174-76 (D. Mass.
2003), the court, following the First Circuit’s holding in Cabletron, permitted financid fraud
allegations to proceed againgt two secondary actor defendants involved in rdaed- party
transactions with defendant Lernout & Hauspie (“L & H”), on the basisthat plaintiffs
complaint alleged that such related parties were aware of and “ subgtantidly asssted” inL &
H'sdleged schemetto atificdly inflate revenues by entering into “sham” partnerships.
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by doing such, further supports a strong inference of scienter.” No. 01 Civ. 1125, 2002 U.S.
Dist. LEXIS 18555, at *18 (S.D.N.Y. Sept. 30, 2002) (citation omitted).

InIn re Nortel Networks Corp. Sec. Lit., 238 F. Supp. 2d 613, 626 (S.D.N.Y. 2003),
plaintiffs complaint cited a number accounting practices that they aleged had improperly
inflated the defendants' reported revenues, including: (1) improper recognition of revenue from
sales based upon letters of intent rather than formal purchase orders, (2) failure to properly
reflect the risk of “noncoallectibility” of unsecured loans extended to uncreditworthy customers,
and (3) fallure to recognize hillions of dollarsin imparment losses on long-term assets obtained
through defendants acquigitions. The complaint aleged that defendants improperly reported
revenue on sales where “Nortel extended 100 percent vendor-financing to customers, with the
knowledge that those customers could not pay for the products.” 1d. Plaintiffs dso dleged that
revenue from these sales was “known to be materialy uncollectible’ and that recording the
revenue violated Nortel’ s “interna revenue recognition policies, which required collection to be
‘reasonably assured’ prior to recognition,” and that this practice led Nortel improperly to record
“hundreds of millions, if not billions, of dollars” in revenue. 1d. The court found that “[t]hese
dlegations, if true, are more than amere ‘ contention that Nortel extended unwise loans,’” and
determined that they were a sufficiently detailed account of fraud to survive amotion to dismiss.
Id.; see also Teachers Retirement System of Louisiana v. A.C.L.N., Ltd., 2003 WL 21058090, at
*11 (SD.N.Y. May 12, 2003) (denying defendants motion to dismiss based on plaintiffs
dlegations that defendants committed “multiple violations of the GAAS generd standards,
standards of fidldwork, and standards of reporting,” including 20 enumerated “red flags’).

Third Circuit. Clamsagaing auditor defendants survived when accompanied by
detailed dlegations of rdated “red flags’ that should have put defendants on notice of
improprieties. In In re Rent-Way Securities Litigation, 209 F. Supp. 2d 493, 506 (W.D. Pa.
2002), the plaintiff not only aleged GAAP violations, but bolstered its claims of recklessness by
looking to: (1) the magnitude and duration of the fraud; (2) the serid nature of the GAAP
violations, (3) the auditor’ s knowledge that the issuer’ sinterna accounting structure was
inadequate; and (4) the auditor’ s disregard for anumber of “red flags.” The court noted that
none of the firgt three adlegations, sanding aone, would be sufficient to satisfy the scienter
requirement, however, when combined with “red flags,” the alegetions here satisfied the
pleading standard of the PSLRA. 1d. at 508-09. Because the plaintiffs*aleged specific facts
explaining how [the defendant] recklesdy or conscioudy disregarded GAAS,” and enumerated
sgnificant red flags that the defendant should have heeded, the court held that the dlegations
supported a strong inference of scienter. 1d. at 507, 509, 511.

Fifth Circuit. InInreEnron Corp. Sec., Derivative & ERISA Litig., 235 F. Supp. 2d
549 (S.D. Tex. 2002), Judge Harmon found that claims against severa secondary actor
defendants, such as Enron’s outside auditor Arthur Andersen, severd investment banks that
dlegedly participated with Enron in fraudulent transactions and accounting schemes, and
Enron’ s attorneys, could proceed under Section 10(b).

With regard to defendant Arthur Andersen, plaintiffs aleged that the auditor violated
GAAS, GAAP, accounting rules, and the rules of professona accounting conduct. Flaintiffs
contended that: (1) despite these violations, Arthur Andersen certified that Enron’ s financia
statements for the years 1997-2000 were in compliance with GAAP and that its audits of the
financid statements were consstent with GAAS, (2) Andersen knew the reports it prepared
would be relied upon by investorsin Enron securities; (3) Andersen permitted the audited
12



financid statementsto be included in regidration Satements, prospectuses, and annua
shareholders reports that were filed by Enron; and (4) Andersen destroyed documents to concedl
its fraudulent accounting. In re Enron, 235 F. Supp. 2d at 706. The court concluded that “[&]ll of
these [actions] condtitute primary violations under 8 10(b)” and thus stated a claim for securities
fraud. Id.

With regard to certain bank and investment bank defendants, plaintiffs contended that the
banks had knowledge of Enron’s dlegedly “precarious’ financid condition, and dleged that the
banks. (1) engaged in fraudulent transactions, at quarter-end or other suspicioustimes, in which
they made large loans to Enron which were “disguised” as commodities tradesin order to fasfy
Enron’sfinancia condition and “perpetuate’” Enron’s Ponzi scheme; (2) engaged in abogus 1PO
transaction, in conjunction with falsaly hedging another transaction, that were together designed
to be a guarantee from Enron againgt any loss to the banks; (3) advised Enron with respect to
ast sales at inflated pricesin non-arms-length transactions, and other bogus transactions,
designed to “create sham profits and conceal massive debt for Enron”; (4) “cooperated with
Enron’s misuse of mark-to-marketing accounting to improperly accelerate and record” profits.
Inre Enron, 235 F. Supp. 2d at 695-704. The court found these alegations sufficient to Sate a
Section 10(b) claim for intentiond financid fraud againgt these defendants. 1d.

With regard to Enron’ s attorneys at Vinson & Elkins (*V & E), plaintiffs dleged that the
attorneys were “privy to its client’ s confidences and intimately involved in and familiar with the
creetion and structure of its numerous businesses, and thus. . . had to know of the dleged
ongoing illicit and fraudulent conduct.” Inre Enron, 235 F. Supp. 2d at 704. Plaintiffs
contended thet in light of Enron’s unlawful activities of which V & E was aware, it nonetheless
did not resign as Enron’ s attorneys, as the rules of conduct directed. Id. at 705. Rather, inthe
pursuit of lucrative fees, V & E made public statements about Enron’s business and financial
condition, and was aleged to have “voluntary, essentid, materia, and deep involvement asa
primary violator in the ongoing Ponzi scheme. . . [as] essentidly a co-author of the documentsiit
created for public consumption concedling its own and other participants actions” 1d. The
court found that V & E's actions— directing statements to the public designed to “keep the Ponzi
schemeafloat” — were sufficient to State a claim against them under Section 10(b). 1d.

Eighth Circuit. Inlnre Chronimed Inc. Securities Litigation, No. 01-1092 (DWFAJB),
2002 U.S. Digt. LEX1S 8962 (D. Minn. May 16, 2002), the court denied a motion to dismiss
where the defendant was a parent corporation that restated its revenues due to problemsin its
subsidiary’ s accounting software. Plaintiffs alleged that the defendant was made aware of the
inaccuraciesin the financia reports generated by the subsidiary in monthly meetings between
representatives of both the parent and subsidiary during which they discussed the financid
reports. Id. at *18-19.

Ninth Circuit. InInre Ramp Networks, Inc. Securities Litigation, 201 F.Supp. 2d 1051,
1081 (N.D. Cd. 2002), the digtrict court permitted plaintiffs to amend accounting fraud clams as
to some, but not all, defendants. The court found that the company’ s restatement of financid
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results, together with other alegations as to why senior management knew or should have known
of the accounting problems, could potentially be amended to sate aclaim. Id. at 1073-74.12

V. RECENT DEVELOPMENTS CONCERNING THE PSLRA “SAFE
HARBOR” FOR FORWARD-LOOKING STATEMENTS

The past year has seen the continued application by a number of courts of the “safe
harbor” for forward-looking statements at the pleading sage. The following discusson
underscores the problem that despite Congress s best intentions, clarity islacking regarding the
types of satements that are immune from shareholder attack.

A. The Statutory Framework For The*“Safe Harbor” Defense

The PSLRA provides defendants a safe harbor from liahility for forward-looking
statements.13 Spedifically, forward-looking statements cannot serve as the basis for a securities

12 gee also In re Homestore.com, Inc. Sec. Litig., --- F. Supp. 2d ---, 2003 WL 1227643, at * 25-
28 (C.D. Cd. Mar. 7, 2003) (denying motion to dismissfinancia fraud clam aganst: (i)
CEO, where plaintiff alleged that CEO had “persond involvement in dedls that were later
restated, as well as specific, detailed alegations regarding persond behind-the-scenes
conversations’ implicating him in the fraud; and (ii) outsde auditor, where plaintiffs hed
dleged aufficient “red flags’ to demondirate that auditor’s certification of financia
statements was an action taken with “ deliberate recklessness’); In re Commtouch Software
Ltd. Sec. Litig., No. C 01-00719 WHA, 2002 U.S. Dist. LEX1S 13742, a *27 (N.D. Cd. July
24, 2002) (denying moation to dismiss where the court held that the plaintiffs alegation that
the restatement was based on facts available at the time revenue was recorded was “well-
supported.”); In re Adaptive Broadband Sec. Litig., No. C 01-1092 SC, 2002 U.S. Dist.
LEXIS5887, & *38 (N.D. Cd. Apr. 2, 2002) (holding that “[w]hileit is true that conclusory
dlegations of GAAP violations standing alone cannot be used to prove intentiona or reckless
misconduct, if pled in detall and read in context, GAAP violations may support an inference
of scienter” (citation omitted)).

13 A forward-looking statement is defined as:

(A) agtatement containing a projection of revenues, income (including income |oss),
earnings (including earnings |0ss) per share, capita expenditures, dividends, capitdl
gructure, or other financid items;

(B) agtatement of the plans and objectives of management for future operations,
including plans or objectives relating to the products or services of the issuer;

(C) astatement of future economic performance, including any such statement contained
inadiscusson and andyss of financid condition by the management or in the results of
operations included pursuant to the rules and regulations of the Commission;

(D) any statement of the assumptions underlying or relating to any statement described in
subparagraph (A), (B), or (C);

(E) any report issued by an outside reviewer retained by an issuer, to the extent that the
report assesses a forward-looking statement made by the issuer; or

(F) agtatement containing a projection or estimate of such other items as maybe specified
by rule or regulation of the Commission.

[ Footnote continued on next page]
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fraud dam wherethey are: (1) identified as such and accompanied by “meaningful cautionary
satements identifying important factors that could cause actud resultsto differ materialy from
those in the forward-looking statement,” 15 U.S.C. 8 78u-5(c)(1)(A); (2) are“immaterid,” id.; or
(3) where the plaintiff failsto prove that the statements were made with actud knowledge that
they were fase or mideading, 15 U.S.C. 8§ 78u-5(c)(1)(B); see also Inre Amylin Pharms,, Inc.,
No. 01CV1455BTM(NLS), 2002 U.S. Dist. LEX1S19481, at *23 (S.D. Cal. Oct. 9, 2002)
(pargphrasing statute and finding statements relating to possible future FDA approva identified

as forward-looking but accompanied by insufficient cautionary warning).

The two prongs of the PSLRA *“safe harbor” work independently from one another. See,
e.g., Inre ATl Techs, Inc., 216 F. Supp. 2d 418, 429 (E.D. Pa. 2002) (“A careful reading of this
provison, and its digunctive syntax, reveds that a defendant will be immune from ligbility if
any oneof itscriteriaismet.”); Inre U.S Interactive, Inc. Sec. Litig., 2002 U.S. Dist. LEXIS
16009, at *32-33 (E.D. Pa. Aug. 23, 2002) (noting that there is protection for a forward-looking
gatement if it is* accompanied by a sufficient cautionary statement or if it is otherwise
immaterid”™). The defendant can claim the safe harbor if either: (1) the statement is forward-
looking and accompanied by meaningful cautionary language or isimmaterid; or (2) plaintiff
has not proven that the statements were made with actual knowledge that they were fase or
mideading. 1d.14 Thus, evenif aplaintiff can dlege and prove that the statements were made

[Footnote continued from previous page]

15 U.S.C. 8 78u-5(i)(1); see also In re Splash Tech. Holdings, Inc., 160 F. Supp. 2d 1059,
1067 (N.D. Cal. 2001) (defining forward-looking statement as “a Satement containing a
projection of revenues, income, or earnings per share, management’ s plans or objectives for
future operations, and a prediction of future economic performance’). “[C]ertain categories
of statements are indligible for protection under the safe-harbor provison, including: (1)
gatements made in connection with arall-up transaction; (2) statements contained in a
regidiration statement or otherwise issued by an investment company; (3) statements madein
connection with an initid public offering; and (4) financid statements prepared in

accordance with generaly accepted accounting principles.” Inre Unicapital Corp. Sec.
Litig., 149 F. Supp. 2d 1353, 1373 (S.D. Fla. 2001) (citing 15 U.S.C. 88 78u-5(b)(1)(D),
78u-5(b)(2)(A),(B),(D)). However, thejudicialy created “bespeaks caution” doctrine,
outlined below, may till gpply to those categories of Satements. In re Ins. Mgmt. Solutions
Group, Inc., No. 00-CV-2013-T-26MAP, 2001 U.S. Digt. LEXIS 9962, at *30 (M.D. Fa
July 11, 2001) (applying the “bespeaks caution” doctrine to initia public offerings).

14" 1n one recent case a court rejected a defendant’ s argument that its challenged statements were
projections and thus entitled to safe harbor protection because, the court found, “knowingly
fase predictive statements are not protected,” and to find that defendants statements were
protected and dismiss acomplaint where “[t]he very crux of Plaintiff’s dlegations are that
Defendants made mideading statements knowing they were mideading” would be
“premature.” Inre Applied Micro Circuits Corp. Sec. Litig., 2002 U.S. Digt. LEXIS 22403,
at *26-27 (N.D. Cdl. Oct. 4, 2002).
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with the requisite scienter, 15 the defendant has the protection of the safe harbor if the
requirements of the first prong are satisfied. 1d.

B. Disagreement Continues Regarding Which Statements Are Truly
“Forward-L ooking”

Courts agree that “the safe harbor provison does not protect statements that misrepresent
historical/hard or current facts” Holmes v. Baker, 166 F. Supp. 2d 1362, 1381 (S.D. Fla. 2001)
(internd citations omitted); see also In re Secure Computing Corp., 184 F. Supp. 2d 980, 990
(N.D. Cd. 2001) (holding that statements of current business conditions do not fall under the
safe harbor); Manavazian v. Atec Group, Inc., 160 F. Supp. 2d 468, 481 (E.D.N.Y. 2001) (noting
that the safe harbor does not apply to misrepresentations of existing facts); No. 84 Employer -
Teamster Joint Council Pension Trust Fund v. America West Holding Co., 320 F.3d 920, 937
(Sth Cir. 2003) (statements for which defendants sought safe harbor protection were not forward-
looking because they concerned afine imposed for past violations of FAA regulations and the
present effect of those fines on the company; noting, “[i]f we dlow AmericaWest to shield itsdlf
from liability based on these satements, any corporation could shied itself from future exposure
for past misconduct by making present-tense statements regarding the misconduct and its effects
on the corporation. Such blanket protection would eviscerate the 1934 Act atogether”).

Not al courts agree, however, on what statements are protected by the statute.16 Some
courts have precluded defendants from invoking the safe harbor where “the statements depict, in

15 InInre Sun Healthcare Group, Inc. Sec. Litig., the court defined “actua knowledge” as“a
higher leve of scienter than the ‘recklessness' required by the pleading standards of the
PSLRA.” 181 F. Supp. 2d 1283, 1289 (D.N.M. 2002); see also Lipton v. Pathogenesis Corp.
Sec. Litig., 284 F.3d 1027, 1039 n.18 (9th Cir. 2002) (noting in dicta the stricter standard of
“actua knowledge of fdgty” required to avoid safe harbor); Nathenson v. Zonagen, Inc., 267
F.3d 400, 409 (5th Cir. 2001) (noting plaintiff must demondirate that statements were made
with actud knowledge that the statements were false or mideading at the time they were
meade). Plantiffs must plead “in greet detail, dl the facts forming the bass for their belief
that defendants made the forward-looking statements with actual knowledge that they were
fds2” Inre Splash Tech. Holdings, Inc., 160 F. Supp. 2d 1059, 1069 (N.D. Cal. 2001)
(internd quotations omitted).

16 |t should be noted that many recent cases find that a“ present-tense statement can qudify asa
forward-1ooking statement as long as the truth or falsity of the stlatement cannot be discerned
until some poaint in time after the gatement ismade” Amylin Pharms., 2002 U.S. Dist.
LEXIS, at *23 (citing Harrisv. Ivax Corp., 182 F.3d 799, 805 (11th Cir. 1999)); seealso In
re Noven Pharmaceuticals, Inc., Sec. Litig., 238 F. Supp. 2d 1315, 1320 (S.D. Fla. 2002)
(statements contained in SEC filings were covered by safe harbor provisons “because they
relate to Defendants' plans, expectations, and optimism concerning the implementation and
success’ of asgned agreement with alicensor); In re Livent, Inc. Noteholders Sec. Litig.,
151 F. Supp. 2d 371, 440-41 (S.D.N.Y. 2001); In re Federal-Mogul Corp. Sec. Litig., 166 F.
Supp. 2d 559, 565 (E.D. Mich. 2001) (finding unpersuasive the grammatica argument that a
present-tense stlatement cannot predict the future); compare In re Harmonic, Inc. Sec. Litig.,

[ Footnote continued on next page]
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part, the [cJompany’ s past and current performance.” In re Lucent Tech., Inc. Sec. Litig., 217 F.
Supp. 2d 529, 557 (D.N.J. 2002). Others have noted that “in assessing whether statements are
subject to the forward-looking safe harbor provision, aline or paragraph referenced in a
complaint must be viewed in the context in which it was made, rather than sanding aone,” and

that “if areview of the entire statement, as opposed to an isolated line or two, revedsthat itisa
mixed statement (i.e., it contains historical observations and prognostications based upon those
observations), the entire statement qualifies as forward-looking for the purposes of the PSLRA’s
safe harbor provison.” Inre Smith-Gardner Sec. Litig., 214 F. Supp. 2d 1291, 1305-06 (S.D.
Fla. 2002) (citations omitted); In re The Clorox Co. Sec. Litig., 238 F. Supp. 2d 1139, 1145
(N.D. C4. 2002) (“Although her statement was based on existing knowledge, it was quite clearly
aprediction of future events.”); but see In re Penn Treaty Am. Corp., 202 F. Supp. 2d 383, 393
(E.D. Pa 2002) (finding first sentence of paragraph severable from other sentences in paragraph
that were forward-1ooking).

In contragt, the court in In re Independent Energy Holdings PLC, 154 F. Supp. 2d 741
(SD.N.Y. 2001), stated that “[i]t iswell recognized that even when an dlegedly fase statement
has both a forward-1ooking aspect and an aspect that encompasses a representation of present
fact, the safe harbor does not apply.” 1d. at 557 (citations omitted); see also In re Scientific-
Atlanta, Inc. Sec. Litig., 239 F. Supp. 2d 1351, 1362 (N.D. Ga. 2003) (regecting safe harbor
defense where “the Complaint refers to misrepresentations of or omissions of higtorica fact as
well as forward-looking statements. . . [and] avers that Defendants had actua knowledge of the
fddty of these satements at the time they were made”’); Argent Classic Convertible Arbitrage
Fund, L.P. v. Amazon.com, Inc., No. C01-0640L, dip. op. a 4 (W.D. Wash. Jan. 6, 2003)
(“statements and omissions regarding the nature of the revenues its strategic partners were
contractudly obligated to pay in the future are not ‘forward-looking statements subject to the
‘safe harbor’ provided in” the PSLRA). Similarly, thecourt in Inre U.S. Interactive Securities
Litigation, NO. 01-CV-522, 2002 U.S. Dist. LEXIS, at *55 n.11 (E.D. Pa. Aug. 23, 2002), noted
that the defendants could not “convert alarger satement containing a series of misstatements
about current factual conditions into one forward-1ooking satement smply by including one
datement that is clearly forward-looking. A larger statement can be divided into component
parts and analyzed.” 1d.17 The court then noted which statements the safe harbor protected
within the larger satement. 1d.

Even fairly smilar reports may be trested differently based on their context and
presentation. For example, the court in In re Campbell Soup Co. Securities Litigation, 145 F.
Supp. 2d 574, 590 (D. N.J. 2001), held that defendants earnings statements were represented as
historicd facts, not projections of revenue. Although noting that earnings reports are “relevant in
predicting what future earnings might be,” that did not make earnings reports forward-1ooking.

Id. (citations omitted). By contrast, the court in In re S1 Corp. Securities Litigation, 173 F.

[ Footnote continued from previous page]
163 F. Supp. 2d 1079, 1087 n.6 (N.D. Cal. 2001) (“ Statements concerning . . . present facts
are not forward-looking.”).

17 Seealso Inre Viropharma, Inc. Sec. Litig., 2003 WL 1824914, at *7 (E.D. Pa., Apr. 7, 2003)
(“Simply because materid misrepresentations agppear in the same document as a forward-
looking statement does not make the statements of fact eligible for the safe harbor.”).
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Supp. 2d 1334 (N.D. Ga. 2001), found that statements regarding recurring revenue were forward-
looking when analyzed in context, because the preceding sentence discussed “executing the
company’ s vison through four primary objectives” 1d. at 1357.

C. The Requirements For Establishing “ M eaningful Cautionary
Statements’ Are Not Uniform

The extent to which cautionary statements must predict the actua harm that occursis dso
unclear from the cases. Some courts have noted that to be a“ meaningful” cautionary statement,
the “statement did not have to mention explicitly the factor which proved the projection
inaccurate,” In re Nike, Inc. Sec. Litig., 181 F. Supp. 2d 1160, 1172 (D. Or. 2002) (citing Harris,
182 F.3d at 807), but was sufficient as long as “the stated and actud risks have smilar
ggnificance” 1d. While noting that “[p]redictions of future performance are inevitably
inaccurate because things dmost never go as planned,” the court in Lindelow v. Hill held that
“[t]o be effective, cautionary language must be substantive and tailored to the specific future
projections, estimates or opinions . . . which the plaintiffs chalenge” No. 00 C 3727, 2001 U.S.
Dist. LEXIS 10301, at *13-14 (N.D. 1ll. 2001) (citations omitted). In Unicapital, the court held
that “there needs to be some correlation between the disclaimer and the subsequent events.” 149
F. Supp. 2d at 1374. “[T]he warning need not explicitly describe the particular happenings that
ultimately come to pass, but it must be sufficient to put a reasonable investor on notice of the
potential that something similar to those heppenings could occur.”18 1d. at 1375.

Courts aso disagree about the status of boilerplate language. The Lindel ow court noted
that “*[v]ague or boilerplate disclamers advising that a particular investment hasrisks generaly
will not suffice’” 2001 U.S. Dist. LEXIS 10301, at * 16 (citations omitted). However, in Smith-
Gardner, 214 F. Supp. 2d at 1306-07, the court found that athough the warnings issued were
“little more than generic, boilerplate language,” they nevertheless met the requirement of
“meaningful cautionary language” 1d. Other courts have found that boilerplate language is
inadequate both because it is not “ sufficiently meaningful,” in that it failsto warn investors of
gpecific potentid problems, and because “individua's commonly ignore boilerplate warnings.”
Amylin Pharms., 2002 U.S. Dist. LEXIS 19481, at *26-27.

A few courts have been rdaivey srong in finding that “meaningful cautionary
language’ was communicated to investors. In In re Pacific Gateway Exchange, Inc., Securities
Litigation., No. C-00-211 PJH, 2002 WL 851066 (N.D. Ca. Apr. 30, 2002), the court found the
company’s disclosures not only sufficient, but powerful: “a reasonable investor who read the

18 At least one court has held that to be effective, cautionary statements must appear in the same
document or occur on the same occasion as the forward-1ooking statements. See Apple
Computer, Inc. Sec. Litig., 243 F. Supp. 2d 1012, 1025 (N.D. Cal. 2002). In Apple, the court
held that defendants could not rely on cautionary statements made inits 10-K and 10-Q to
trigger safe harbor protection for statements not appearing in those filings. The court held
that “[t]he making of a cautionary statement on one occasion does not provide ashidd to
lighility for dl statements subsequently made.” 1d. The cautionary language must
accompany or be contained in the forward-1ooking statement that is the basis of the plaintiff's
dam. Seeid.
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1998 10-K . . . could well have considered it a toss-up whether to invest the money in PGEX or
invest it a theracetrack.” 1d. at *11.

Findly, dthough most courts seem to agree that a defendant may qudify for the
protection of the safe harbor defense under only one prong, one court noted in dicta that
“‘[w]arnings of detriment are insufficient if they are smply a smoke screen to cover a
company’sinterna reasonably informed certainty of detriment.”” Rombach v. Chang, No. 00
CV 0958 (SJ), 2002 U.S. Digt. LEXIS 15754, at *39 (E.D.N.Y. June 7, 2002) (citations omitted).
This statement implies that a defendant is precluded from relying on the firgt prong of the safe
harbor defenseif there is evidence that the forward-looking statements were made with scienter.

D. Not All Courts Agree On The Required Connection Between Oral
Statements And Their Accompanying Cautionary Statements

The safe harbor aso appliesto ora forward-looking statements if they are accompanied
by a cautionary statement warning thet the particular ord statement is forward-1ooking and that
the actud results might differ materidly from those projected, and that the information about the
risksis contained in areadily available written document. 15 U.S.C. 8§ 78u-5(¢)(2).

Courts differ over whether the cautionary language must be paired with the particular oral
forward-looking statement. The literal language of the safe harbor provision supports the
argument that cautionary language must be paired with the “ particular” ord satement. 15
U.S.C. 8 78u-5(c)(2). Some courts have so held. See, e.g., Inre Honeywell Int’l, Inc. Sec. Litig.,
182 F. Supp. 2d 414, 427 (D.N.J. 2002) (each particular oral statement must be identified as
forward-looking); ATl Techs., 216 F. Supp. 2d at 443 n.18. Others, however, have held that the
legidative history and “absurdity of requiring acompany to identify every forward-looking
gatement as such every time oneismade’ support the rule that a* cautionary warning a the
beginning of a conference call is sufficient.” Coble, 2002 U.S. Dist. LEXIS 17495, at * 28 (citing
Wenger v. Lumisys, 2 F. Supp. 2d 1231, 1242 (N.D. Cal. 1998)).

With regard to ora forward-looking statements, corporate officids may refer ligenersto
written documents containing meaningful cautionary language, aslong asthey specificdly
identify the document. See ATI Techs., 216 F. Supp. 2d at 443 (citing 15 U.S.C. § 78u-5(c)); see
also Inre Sprint Corp. Sec. Litig., No. 01-4080-CM, 2002 U.S. Dist. LEXIS 19275, at *39 (D.
Kan. Sept. 30, 2002) (admitting press rel ease as cautionary statement incorporated by reference
to ord statement). However, in In re Humphrey Hospitality Trust, Inc., 219 F. Supp. 2d 675,
684 (D. Md. 2002), where a press release’ s warning incorporated its “filings with the SEC,” the
court held that “ SEC filings incorporated by reference are adequate to invoke the Safe Harbor
provision for forward-looking statements,” even though the specific filing was not identified.

E. The " Bespeaks Caution” Doctrine Has Continued Vitality

Along with the safe harbor, courts often consider the judicidly created “ bespeaks
caution” doctrine which states that liability may not be imposed based on statements thét,
consdered in their entirety, clearly “bespeak caution,” rather than encourage optimism. See ln
re Towne Servs,, Inc., 184 F. Supp. 2d 1308, 1321 (N.D. Ga. 2001); Amylin Pharms., 2002 U.S.
Dist. LEX1S 19481, at *27-28; see also In re Nortel Networks Corp. Sec. Lit., 238 F. Supp. 2d
613, 629 (S.D.N.Y. 2003) (examining “bespeaks caution” doctrine in conjunction with safe
harbor provison); In re Scientific-Atlanta, Inc. Sec. Lit. 239 F. Supp. 2d 1351, 1361 (N.D. Ga.
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2002) (**bespeaks caution’ doctrine is the safe harbor’ s counterpart”); In re Enron Corp. Sec.
Derivative & ERISA Lit., 235 F. Supp. 2d 549, 576 (S.D. Tex. 2002) (describing “bespeaks
caution” doctrine as“judicialy created equivaent to the PLSRA’s ‘ safe harbor’ provison”); In

re Xerox Corp. Sec. Litig., 165 F. Supp. 2d 208, 219 (D. Conn. 2001) (comparing the “bespeaks
caution” doctrineto PSLRA’ s safe harbor). Courts aso find that thereis no ligbility for
datements that are too optimistic. Statements that are classified as * corporate optimism” or
“mere puffing” are often forward-1ooking, but these vague, “generdized statements of optimism
that are not capable of objective verification” are not actionable because “reasonable investors do
not rely on them in making investment decisons” and they are, therefore, not materia. Inre S1
Corp., 173 F. Supp. 2d at 1350-51 (defining “ corporate optimism” and “mere puffing”); see also
In re MCI Worldcom, Inc. Sec. Litig., 191 F. Supp. 2d 778, 787 (S.D. Miss. 2002) (noting that
thereis no liability where statements condlitute vague saes “ puffery”).

V. RECENT DEVELOPMENTSIN PLEADING SCIENTER BASED UPON
“INFORMATION AND BELIEF” AND THE ROLE OF “CONFIDENTIAL
WITNESSES’

Under the PSLRA, a securities fraud complaint containing allegations based on
information and belief “shdl state with particularity al facts on which that belief isformed.” 15
U.S.C. 8§ 78u-4(b)(1). Because the mgority of securities fraud complaints contain alegations
purportedly based on information provided to plaintiffs by unnamed “ confidentia witnesses”
courts since the enactment of the PSLRA have been faced with the question of how much detall
identifying the sources of such dlegationsis required in the complaint to satisfy the PSLRA’s
“dl facts’ requirement. Early in the post-PSLRA period, it appeared that two digtinct judicia
views would develop: the firgt requiring that plaintiffs identify their sources by namein the
complaint, and the second requiring only that the complaint contain adequate identifying detall
about the confidential source to dlow the court to assess the religbility of the dlegations learned
from that source. Recent cases, however, reved atrend toward the second view, and most courts
today will not dismiss acomplaint for failure to name plaintiffs confidential sources1®

19 Another issue arises when a complaint includes alegations referencing one or more
confidentia witnesses who may be current or former company officers or directors. In that
ingtance, it isimportant to consder the “insured vs. insured” coverage limitetion in the
company’ s director and officer (“D& Q") liability insurance policy. D& O policiestypicaly
contain a coverage excluson for damages arising from lawsuits brought by or with the
assistance or solicitation of current or former directors or officers of theinsured. The
purpose of insured vs. insured exclusonsisto prevent collusve suits. See Fidelity and
Deposit Co. of Md. v. Zandstra, 756 F. Supp. 429, 431 (N.D. Cdl. Feb. 8, 1990). Courts
condruing this excluson generdly perform an andysis of the plain-meaning of the language
of the insurance policy to determine whether the excluson gpplies. See, e.g., Level 3
Communications, Inc. v. Fed. Ins. Co., 168 F.3d 956 (7th Cir. 1999); In re County Seat
Sores, Inc. v. Nat'l Union Fire Ins. Co., 280 B.R. 319 (S.D.N.Y. 2002). Courtsrequire
exclusonary clauses to be phrased in clear and unmistakable language; such clauses are then
congtrued drictly againgt the insurer. See In re County Seat Stores, 280 B.R. at 324,
Zandstra, 756 F. Supp. a 431. Nevertheless, where a current or former director or officer

[ Footnote continued on next page]
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First Circuit. InInre Cabletron Systems, Inc., 311 F.3d 11, 22-23 (1st Cir. 2002),
securities fraud plaintiffs aleged that “unnamed former Cabletron employeses. . . said to have
persond knowledge® of fraud at the company, provided plaintiffs with “detail[ed],” “ sdif-
verifying” and “conggtent accounts’ of such fraud. Reviewing the didtrict court’s dismissd of
these alegations on the grounds that plaintiffs descriptions of confidentia sources were
inadequate to satisfy the PSLRA’s " dl facts™ requirement, the court of appedls reversed,
regecting the “per s8’ test requiring the naming of confidentid sources expressed in Inre Slicon
Graphics, Inc., Securities Litigation, 183 F.3d 970, 985 (9th Cir. 1999), and adopting the “more
moderate view” expressed in Novak v. Kasaks, 216 F.3d 300, 313-24 (2d Cir. 2000). Id. at 22,
28-31. According to the court, the Novak view, which requires “an evduation, inter alia, of the
levd of detail provided by the confidential sources, the corroborative nature of the other facts
aleged (including from other sources), the coherence and plausibility of the dlegations, the
number of sources, the rdliability of the sources, and similar indicia, . . . better strikes the balance
Congressintended inthe PSLRA.” Id. at 30. Evduated by this standard, the court of appeals
found thet plaintiffs alegetions“stisfy thetest.” 1d.

Second Circuit. 1n 2000, the Second Circuit unambiguoudy and directly answered with
aresounding “no” the question of whether plaintiffs were required to name their sourcesin their
complaint. In Novak, 216 F.3d at 313-24, the Second Circuit held that “where plaintiffs rely on
confidential personal sources but aso on other facts, they need not name their sources aslong as
the latter facts provide an adequate basis for believing that the defendants statements were false.
Moreover, even if persond sources must be identified, there is no requirement that they be
named, provided they are described in the complaint with sufficient particularity to support the
probability that a person in the position occupied by the source would possess the information
dleged.” Seealso Inre Xerox Corp. Sec. Litig., 165 F. Supp. 2d 208, 223 (D. Conn. 2001)
(upholding dlegations based on unnamed confidentia sources and quoting Novak for proposition
that there is no requirement for complaints in securities fraud cases to name confidentia
sources); In re Initial Public Offering Sec. Litig., 241 F. Supp. 2d 281, 358-59 (S.D.N.Y. 2003)
(when there are “many confidential sourceswho al say the same thing” and such sources are
corroborated by media reports, admissions by ingders, and intensve investigations by both state
and federa agencies, the cumulative effect of the evidence isimportant; in such acase, “the
sheer volume of the corroboration obviates the need for absolute particularity”).

Third Circuit. The Third Circuit “has never addressed [the] question of whether the
PSLRA’s specific pleading requirements now require disclosure of the names of any persond
sources of fact.” ATI Techs., 216 F. Supp. 2d at 432. Relying on the Novak rule from the
Second Circuit, the digtrict court in ATl Technologies recently uphdd plaintiffs “reliance on
unnamed former employees of ATI [identified by job title and geographica location] as sources
of information,” finding that a“complaint to be particularized need not necessarily reved the
names of anonymous sources of fact” and rgecting a“literd reading” of the PSLRA’s“dl facts’

[ Footnote continued from previous page]
sues an insured, acourt may find thet the excluson istriggered. See Amer. Med. Int'l, Inc. v.
Nat'l Union FireIns. Co. of Pittsburgh, 244 F.3d 715, 722-23 (9th Cir. 2001) (insured vs.
insured exclusion triggered where aformer director sued the insured company for losses
sustained in his capacity as an unsuccessful bidder for the corporation).

21



requirement as “rigidly producftive of] ‘illogicd results’” 1d. at 432-33 (quoting Novak, 216
F.3d at 314 n.1).

In Tracinda Corp. v. DaimlerChryder AG, 197 F. Supp. 2d 42, 78 (D. Del. 2002), the
digtrict court rgjected dlegations of fraud based on “ statements from former Chryder
Corporation and former DaimlerChryder executives, employees, supplierssand dedlers. .. "
Citing Slicon Graphics, 183 F.3d at 985, the court found that this pleading of sources—which
had gone so far asto identify one such source as“alarge Northeastern deder” — was insufficient
in light of the aosence of aname or other pleaded facts “identifying the source from which such
dlegaionsoriginate” Id. Inother words, in the Court’s view, “Class Plantiffs have not
adequately and consstently linked their sources of information to their alegations or identified
the information from their sources that supports their dlegations” 1d. at 78-79.

Fifth Circuit. In ABC Arbitrage Plaintiffs Group v. Tchuruk, 291 F.3d 336, 354 (5th Cir.
2002), the Fifth Circuit recently rejected the “gtrict per serul€’ from Silicon Graphics “requiring
the pleading of the names of confidentia sources’ as “too onerous.” In adopting the Novak
approach, the court of gppeal consdered sufficiently pled an alegation that “a high ranking
Alcatel SEL officid” who was “atop executive of Alcatel SEL” had a conversation with a
named Alcatel executive: “[t]his executive, and his conversation with Dunoge, is described with
aufficient particularity to support the probability that a person in such a position would possess
the information pleaded and that, to the extent that it is necessary, congruing the dlegationsin
the light most favorable to Plaintiffs, this executive was himsdf Plaintiffs source for this
information.” 1d. at 357.

Seventh Circuit. The Seventh Circuit has not addressed the question whether the PSLRA
requires the pleading of the names of confidential sources. However, in arecent digtrict court
decison, Riggs Partners, LLC v. Hub Group, Inc., No. 02-C-1188, 2002 WL 31415721, at *7
(N.D. 11I. Oct. 25, 2002), the court dismissed “vague alegations regarding management’'s
knowledge of improprieties’ and conclusory alegations that management was “ specificaly
aware’ of accounting problems, the source of which was described in the complaint only as“a
former Hub Group employee.” In concluding that plaintiffs had failed adequately to alege
scienter under the PSLRA based on these alegations, the court noted that “[a]lthough plaintiffs
are entitled to plead upon information and belief, the court is troubled by plaintiffs falureto
identify the source of this dlegation, aswell as others, with greater particularity.” 1d. at *7 and
n.10 (cting Novak, 216 F.3d at 314).

Ninth Circuit. InInre Slicon Graphics, Inc., Securities Litigation, 183 F.3d 970, 985
(Sth Cir. 1999), the Ninth Circuit suggested that, when pleading on information and belief,
plantiffs are required to name their confidential witness sources in the complaint. Recently,
however, saverd didtrict courts in the Ninth Circuit have hesitated to require plaintiffs to “ name
names’ in the complaint. One case interpreting the Slicon Graphicsrulein light of the Second
Circuit' sdecisonin Novak was In re McKesson HBOC, Inc. Securities Litigation, 126 F. Supp.
2d 1248 (N.D. Cal. 2000). In McKesson, the court concluded that the two cases were not
inconggtent, noting that Silicon Graphics did not address squarely the question whether sources
must be identified by name, and found the reasoning in Novak directly on point. Id. at 1271.
Following Novak, the court declined to require plaintiffs to name their sources of information
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and blief dlegations, finding thet plaintiffs pleading, which identified their sources by job title
and linked each identified source to the dlegations derived therefrom, was sufficient to satisfy
the PSLRA.20 |d. at 1254-56, 1271-72.

Morerecently, in In re Northpoint Communications Group, Inc. Securities Litigation,
221 F. Supp. 2d 1090, 1097 (N.D. Cal. 2002), the court paraphrased the Novak rule without
citing the case to hold that “[t]o contribute meaningfully toward a* strong inference’ of scienter,
... dlegations attributed to unnamed sources must be accompanied by enough particularized
detall to support areasonable conviction in the informant’s basis of knowledge.” Based on this
rule, the court rejected as insufficiently particular descriptions of unidentified former employee
witnesses that were (i) limited to job title, (i) failed to offer “adequate indications as to their
duties while in Northpoint’semploy,” (iii) “fail[ed] to identify how the witness came to learn of
the information attributed to him or her,” and (iv) failed to identify “whether the witness learned
of the underlying facts firsthand or secondhand.” Id. at 1097-98; see also In re Adaptive
Broadband Sec. Litig., No. C-01-1092SC, 2002 WL 989478, at *11 (N.D. Ca. Apr. 2, 2002)
(“Thefailure to name sources may reduce the weight to be dlocated to their testimony when
evauating the complaint’ s ability to meet the strict requirements for pleading scienter, . . . [b]ut
the failure to name sources will not doom an otherwise wdll-pled securities complaint. . . .
Paintiffs Complaint would be more credible if their sources were named, . . . [b]ut thair refusal
to provide this detail isnot fatd. . . . [T]he Court finds that the failure to name [sources] is more
than compensated for by the fact that the witnesses are long-term employees whose positions are
described in detail.”) (citations omitted).

A recent unpublished digtrict court opinion cites to both Northpoint and Adaptive
Broadband and followsthe Novak trend. SeeInre Versata, Inc. Sec. Litig., No. C 01-1439, dip
op. a 16 (N.D. Cd. May 20, 2002) (order granting in part motion to dismiss and granting leave
to amend). The Versata court implicitly rgected the “name names’ requirement by instead
holding that the plaintiffs “must reved dl facts about that witness that were materid to the
formation of their belief that the witness statement isaccurate” 1d. Noting that “only the
witness job title was provided,” the court rejected confidentiad witness statements referring to
alegedly fraudulent accounting practices. Id. “At the leedt, plaintiffs must describe the
witnesses period of employment, what the witnesses' duties were, their accounting expertise,
and how they had access to the information being provided.” 1d.; see also Apple Computer, Inc.
Sec. Litig., 243 F. Supp. 2d 1012, 1027 (N.D. Cal. 2002) (“ajob title by itself will seldom
provide an adequate description of the [confidential witness'] basisfor his or her knowledge”);

In re Harmonic Inc. Sec. Litig., 2002 WL 31974384, at *16 & n.14 (N.D. Ca. Nov. 13, 2002)
(rgecting dlegations based on “confidentia witnesses’ where plaintiffs “do not provide

20 At least one court has rejected a defendant’ s attempt, in a Rule 12(b)(6) motion to dismiss, to
rebut a plaintiff’s citation to confidentia witnesses by offering declarations of its employees
which chdlenge or deny the information supposedly learned from such witnesses. Seelnre
Applied Micro Circuits Corp. Sec. Litig., 2002 U.S. Dist. LEXIS 22403, at *9-11 (S.D. Cal.
Oct. 4, 2002) (declarations of employees which were not referenced in nor relied upon in the
complaint, and which were not in existence at the time the complaint was filed, are not
incorporated by reference in the complaint and cannot form basis of motion to dismiss).
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aufficient detail s about CW#1 to enable the court to determine whether the information from this
unidentified former employee should be considered reliabl€”).

Tenth Circuit. Likethe Third and Seventh Circuits, the Tenth Circuit has not addressed
the question of whether the PSLRA requires that confidential sources be named. In arecent
district court opinion, however, the court noted that in the abbsence of guidance from the Tenth
Circuit, which “has not found that confidential sources need to be named in a securities fraud
case,” it would adopt the Novak approach. See Anderson v. First Sec. Corp., 157 F. Supp. 2d
1230, 1240 (D. Utah 2001).

Eleventh Circuit. The Eleventh Circuit has not explicitly ruled on thisissue. However,
digtrict courts within the Eleventh Circuit have followed the Novak approach. See, e.g., Inre
PSSWorld Med., Inc., Sec. Litig., 2002 WL 31261292, at *9, *11 (M.D. Ha. July 2, 2002)
(pursuant to Novak rule, confidential sources described as “formerly holding a variety of
positions within the [defendant] company, including [alist of specific job titles],” dl of whom
told plaintiffs that defendants“* cooked the books,’” was sufficient to plead fraud under the
PSLRA); cf. Inre Smith-Gardner, 214 F. Supp. 2d at, 1300-01 (even under Novak standard,
plantiffs reiance on *unidentified former employees,” particularly a*“bare bones clam that this
former employeg’ was involved in the ingdlation of the software product in issue without
further supporting detalls, did not “support the probability that a person in that position would
possess the information aleged”).

VI. RECENT DEVELOPMENTSUNDER THE UNIFORM STANDARDSACT
OF 1998

A. Background Of SLUSA

After Congress passed the PSLRA, the plaintiffs bar attempted to avoid its pleading
requirements by filing “‘frivolous and speculative lawsuits in State court where essentidly none
of the [PSLRA’ | procedurd or substantive protections againgt abusive suits are available.””
Bertram v. Terayon Communications Sys., No. CV00-12653, 2001 U.S. Dist. LEXIS 6215, at *3
(C.D. Cal. Mar. 27, 2001) (quoting H.R. Conf. Rep. No. 105-803, at 14-15 (1998)); see also
Riley v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 292 F.3d 1334, 1340 (11th Cir.), cert.
denied, 123 S. Ct. 395 (2002). Congress passed the Securities Litigation Uniform Standards Act
of 1998 (“SLUSA”), 15 U.S.C. 8§ 77p, in an attempt to redtrict plaintiffs use of state courtsto
frudtrate the objectives of the PSLRA. SLUSA establishes, through the federa courts, nationdl
gandards for securities cases involving nationaly-traded securities. See Patenaude v. Equitable
Life Assurance Soc'y of the United States, 290 F.3d 1020, 1025, 1029 (9th Cir. 2002) (“SLUSA
mandate 5] that federa court be ‘the exclusive venue for dass actions dleging fraud in the sde
of certain covered securities, and that * such class actions be governed exclusively by federa
law'™) (citations omitted). In addition, SLUSA provides for the removal to federa court of
certain class actions brought in state court, and requires immediate dismissa of “covered
lawslits” See Riley, 292 F.3d at 1341.21

21 SLLUSA provides, in pertinent part:
(b) Class action limitations.

[ Footnote continued on next page]
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B. Requirements For Removal Pursuant To SLUSA

A party seeking to remove an action to federa court pursuant to SLUSA bears the burden
of showing that: (1) the suit isa*“ covered dass action”; (2) the plaintiff’s clams are based on
gate law; (3) a“ covered security” has been purchased or sold; (4) the defendant misrepresented
or omitted a materid fact or employed a manipulative or deceptive device or contrivance; and (5)
which misrepresentation or omission was “in connection with” the purchase or sdle of the
covered security. See Riley, 292 F.3d at 1342. In addition, SLUSA has been held to apply
retroactively to cover pre-enactment conduct. See W.R. Huff Asset Mgmt. Co., Inc. v. Kohlberg
Kravis Roberts & Co., L.P., 234 F. Supp. 2d 1218, 1224 (N.D. Ala. 2002) (retroactive
gpplication of SLUSA “does not impair [plaintiff’ 5| subgtantive rights to pursue its causes of
action againg Defendants’ in the federd, rather than state, forum); In re Enron Corp. Sec.,
Derivative & ERISA Litig., H-02-1150, MDL-1446, Sip. Op. a 19 (S.D. Tex. Aug. 16, 2002)
(“Because the court fails to find unambiguous intent of Congress that this statute may be gpplied
to a post- enactment lawsuit chalenging pre-enactment conduct, the Court . . . inquires whether
SLUSA *would impair rights a party possessed when he acted, increase a party’ s liability for past
conduct, or impose new duties with respect to transactions already completed.” . .. After
consdering theissue, this Court concludes that application of SLUSA to this suit is not
impermissibly retroactive.”).

Thefollowing discussion summarizes recent case law that has developed around each of
the requirements for removal under SLUSA.22

[Footnote continued from previous page]
No covered class action based upon the statutory or common law of any State or
subdivision thereof may be maintained in any State or Federd court by any private
party dleging-- (1) an untrue Statement or omission of amaterid fact in connection
with the purchase or sale of a covered security; or (2) that the defendant used or
employed any manipulative or deceptive device or contrivance in connection with the
purchase or sale of a covered security.

(c) Remova of covered class actions.

Any covered class action brought in any State court involving a covered security, as

&t forth in subsection (b), shall be removable to the Federd district court for the

digtrict in which the action is pending, and shall be subject to subsection (b).
15U.S.C. 8§ 77p; see also id. 8 78bb(f)(1)-(2).

22 The second dement — that the plaintiff’ s dlaim be based upon state law — is not addressed
separatey inthisarticle, as it engenders little substantive discussion in the casdaw.
Raintiffs, having brought their action in sate court, have aleged aviolation of a Sate
securities law or other statute; defendants, in removing cases to federd court, routinely argue
that these Sate claims are redlly federa securities fraud claims dressed or disguised as Sate
law clams.
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1. Covered Class Action

In anumber of cases, the question of proper remova under SLUSA centers on whether or
not plaintiff’saction isa*“covered class action.” Generally spesking, a“covered class action”
under SLUSA isone “in which one or more named parties seek to recover damages on a
representative basis” See Bertram, 2001 U.S. Dist. LEXIS 6215, at *5; 15 U.S.C. 8 77p(f)(2);
15 U.S.C. § 78bb(f)(5)(B)(i).

Paintiffs frequently have argued that when a complaint seeks only restitution,
disgorgement, or injunctive relief under sate law, no “damages’ are being sought, as required by
SLUSA, therefore the case should be remanded to state court. See, e.g., Feitelberg v. Merrill
Lynch & Co., 234 F. Supp. 2d 1043, 1048-49 (N.D. Cal. 2002) (apped pending). SLUSA does
not define the word “ damages,” but courts have looked to case law and the legidative history of
the statute to determine that the term should be interpreted broadly. Many courts have expressly
rejected the theory that retitution and disgorgement are not “ damages’ for the purposes of
removal under SLUSA. Seeid. at 1048; see also Bertram, 2001 WL 514358, at *2 (complaint
seeking only equitable relief could be considered a covered class action); Gibson v. PS Group
Holdings Inc., No. 00-CV-0372, 2000 WL 777818, at *3-4 (S.D. Cd. June 14, 2000) (granting
remand on other grounds but regecting argument that seeking only equitable relief removes
complaint from scope of SLUSA); Patenaude v. Equitable Life Assurance Soc’y of the United
Sates., No. 00CV-1437, 2000 U.S. Dist. LEXIS 22251, at *14 (S.D. Cd. Oct. 11, 2000)
(“Plantiff provides no authority for his argument that disgorgement of profitsis not ‘damages
under 15 U.S.C. § 77(p)(f)(2); such anarrow reading defies common sense.”), aff’ d, 290 F.3d
1020 (9th Cir. 2002).

Where a complaint seeks only declaratory and injunctive relief, however, not
disgorgement or regtitution, the underlying tate action is not a“ covered class action” under
SLUSA. SeeWald v. CM LifelIns. Co. No. 00-CV-2520-H, 2001 WL 256179, at *6 (N.D. Tex.
Mar. 8, 2001).

2. Covered Securities

SLUSA incorporates the definition of “covered security” found in the Nationa Securities
Markets Improvement Act of 1996. See Falkowski v. Imation Corp, 309 F.3d 1123, 1128-29
(9th Cir. 2002). Essentidly, “covered securities’ are those that are listed or authorized for listing
on anational securities exchange, or are issued by investment companies registered under the
Investment Company Act of 1940. 1d.; see also Gray v. Seaboard Sec., Inc., 241 F. Supp. 2d
213, 219 (N.D.N.Y. 2003) (securities traded on mgjor exchanges are “ covered”; upholding
SLUSA preemption). Only actions pertaining to the purchase or sde of securities defined as
“covered securities” are preempted by SLUSA.23

23 Courts have determined that a variety of investment products beyond traditiona equities are
“covered securities’ under SLUSA. See, e.g., Falkowski, 2002 WL 31415487, at * 3 (options
to purchase securities are not “ covered securities’ but corporation’s securities are, therefore
SLUSA applies and remova was proper); Lander v. Hartford Life & Annuity Ins. Co., 251
F.3d 101, 109 (2d Cir. 2001) (variable insurance products); Herndon v. Equitable Variable

[ Footnote continued on next page]
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3. Misrepresentation, Omission, Or Use Of A Deceptive Device

A greater number of cases have addressed whether or not a complaint sufficiently aleged
amisrepresentation or omisson of materia fact or the use of a deceptive device to permit
remova under SLUSA. There aretwo lines of cases regarding this eement for removd; certain
courts follow the scienter andlysis articulated by the court in Burns v. Prudential Securities, 116
F. Supp. 2d 917, 921 (N.D. Ohio 2000), while other courts andlyze the nature of the allegations
in the complaint without reference to a scienter requiremen.

In Burns, the court observed the smilarity between the language of Section 10(b) of the
1934 Act and SLUSA, and noted that a complaint for aviolation of Section 10(b) must alege
that the defendant acted with scienter. Id. at 923. Therefore, the court concluded that SLUSA
only preempts complaints that alege specific facts giving rise to a strong inference thet the
defendant acted with scienter. |d. Becausethe plantiff in Burns only dleged asingle ingance
of unauthorized trading, and did not alege facts that suggested an*dement of deception” his
complaint could not support a securities fraud claim, and therefore remova was improper. 1d. at
926.24

In Burekovitch v. Hertz, No. 01-CV-1277, 2001 WL 984942, at *5-*6 (E.D.N.Y. July 24,
2001), the court did not cite the Burns rationae, but smply held that a breach of fiduciary duty
claim brought against a controlling shareholder was properly removed pursuant to SLUSA
because the complaint dleged sufficient facts that defendant’ s mideading statements regarding
margin trading induced plaintiffs do buy stock at inflated prices. 1d. & *6. Smilaly, in
Korsinsky v. Salomon Smith Barney, Inc., No. 01 CIV 6085, 2002 WL 27775, at *4-5 (S.D.N.Y.
Jan. 10, 2002), the court did not require that the complaint allege facts giving rise to an inference
of scienter in order to satisfy thiselement of SLUSA. Instead, the court held that the eement
was satisfied where the complaint aleges a misrepresentation “‘ concerning the vaue of
securities. . . sold or the consideration received inreturn.’” Id. a * 4 (citations omitted).2

[Footnote continued from previous page]
Life Ins. Co., 325 F.3d 1252 (11th Cir. 2003) (same); Patenaude, 290 F.3d at 1022 (tax-
deferred variable annuities); Kenneth Rothschild Trust v. Morgan Stanley Dean Witter, 199
F. Supp. 2d 993, 1000 (C.D. Cd. 2002) (money market mutua fund shares purchased with
funds deposited for later purchase of CDs).

24 Thefollowing cases apply the Burns andysis and find that the complaints sufficiently alleged
scienter to support remova under SLUSA: Denton v. H& R Block Fin. Advisors, Inc., No. 01-
C-4185, 2001 U.S. Dist. LEX1S 15831 (N.D. lll Oct. 4, 2001) (repeated alegationsin
complaint that defendants “intentiondly, willfully, and wantonly” misrepresented riskiness
of stock and commission structure over period of nineyears); Prager v. Knight/Trimark
Group, Inc., 124 F. Supp. 2d 229, 234-35 (D.N.J. 2000) (complaint contained sufficient facts
regarding afour-year period of false and mideading statementsto giverise to astrong
inference that defendant acted with intent to defraud).

25 |n the following cases, the court did not explicitly state whether a complaint must alege facts
giving rise to an inference of scienter for removal under SLUSA to be proper, focusing
ingdead on the facts aleged in the complaint itsdlf. In Feitelberg, 234 F. Supp. 2d at 1051,
the court observed that “[p]lantiff, in fact, makes alegations that smack of scienter . . . .

[ Footnote continued on next page]
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4, “I'n Connection With” The Purchase Or Sale Of A Covered Security

Most reported decisons involving remova under SLUSA concern the final eement —
whether the dleged misrepresentations or omissions are “in connection with” the purchase or
sde of acovered security. Though SLUSA does not define the phrase “in connection with” the
purchase or sale of a covered security, but because its language tracks Section 10(b) of the 1934
Act, courts have referred to cases congtruing Section 10(b) to determine the meaning of “in
connection with” in the context of SLUSA. See Green v. Ameritrade, Inc., 279 F.3d 590, 597
(8th Cir. 2002). Last year, the U.S. Supreme Court issued itsdecison in SEC v. Zandford, 535
U.S. 813 (2002), in which the Court interpreted Section 10(b)’ s “in connection with”
requirement expansively. Although the case did not involve gpplication of SLUSA, aswill be
discussed below, the Supreme Court’ s liberd interpretation of the “in connection with’
requirement is likely to have a Sgnificant impact on the interpretation of SLUSA, and, ironicaly,
alow for more liberd use of SLUSA to remove casesto federd court.

Pre-Zandford Caselaw. Plaintiffs frequently argue that the dleged misconduct isnot “in
connection with” the purchase or sale of a security, but rather “incidental” to such purchase or
sde. SeeBehlenv. Merrill Lynch, No. 01-16424, 2002 U.S. App. LEXIS 23253, at *5-6 (11th
Cir. Nov. 8, 2002); Dudek v. Prudential Sec., Inc., 295 F.3d 875, 879 (8th Cir. 2002) (gravamen
of plaintiff’s complaint, despite lack of specific pleading, concerned “an untrue statement or
Subgtantive omission of a materia fact in connection with the purchase or sde of a covered
security”); Rothschild, 199 F.Supp 2d at 1003 (denying motion to remand where plaintiff aleged
misrepresentations concerning the amount of return on an investment, a factor in evauating the
invesment that “falls squardy within the definition of ‘in connection with’ the purchase or sde
of securities’).

Until recently, courts differed on this dement of remova under SLUSA. Certain courts
found that a misrepresentation or omisson of materia fact was “in connection with” the
purchase or sale of a security only if the misrepresented or omitted fact concerned the value of
securities bought or sold, or the consideration received in return. See, e.g., Araujo v. John
Hancock Life Ins. Co., 206 F. Supp. 2d 377, 382 (E.D.N.Y. 2002); Spielman v. Merrill Lynch,
Pierce, Fenner & Smith, Inc., No. 01 CIV 3013, 2001 U.S. Dist. LEX1S 15943 (S.D.N.Y. Oct. 9,
2001) (remova was not proper under SLUSA where dlegations were not sufficiently connected
to the value of or consderation for covered securities). Other courts found the *in connection

[ Footnote continued from previous page]
Consequently, plaintiff’s complaint contains sufficient inferences of behavior to fal within
the realm of a‘ misrepresentation or omission of materia fact' . . . under SLUSA.” Similarly,
inZoren v. Genesis Energy, L.P., 195 F. Supp. 2d 598, 603-04 (D. Dd. 2002), the court
observed that “[b]y voluntarily spelling out that [defendant’ s conduct] included
misrepresentation, fraud and deception in the sde of a covered security, [plaintiff] has placed
himsdf squardy within the Act’s parameters” In MDCM Holdings, Inc. v. Credit Suisse
First Boston Corp., 216 F. Supp. 2d 251, 257 (S.D.N.Y. 2002), the court did not address
whether or not a plaintiff must alege facts giving rise to an inference of scienter, noting that
removal of this case was not proper under SLUSA because plaintiffs had not made any
dlegations regarding misrepresentations or omissions a dl, but rather had pled a straight
date law breach of contract claim.
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with” requirement met if the dleged statements affected the public’ sinterest in a corporation’s

stock. See, e.g., McCullagh v. Merrill Lynch & Co., No. 01 CIV 7322, 2002 WL 362774 (S.D.
N.Y. Mar. 6, 2002) (denying motion to remand and dismissing complaint where dlegedly

fraudulent statements related to “buy” recommendetions).

The Zandford Decision. The recent Zandford decison, which congtrued the“in
connection with” requirement in the context of a Section 10(b) claim, has effectively settled this
guestion in the context of SLUSA. In SEC v. Zandford, a unanimous Supreme Court reaffirmed
the protections of the federd securities laws, holding that a stockbroker commits fraud “in
connection with” the sale of securities under Section 10(b) of the Securities Exchange Act of
1934 and SEC Rule 10b-5 when he sdIs a customer’ s securities for his own benefit and
misappropriates the proceeds. At issuein Zandford was whether a sockbroker’ s sale of
securities from ajoint investment account congtituted fraud under the securitieslaws. The
broker, who had been given discretion to manage the account and a general power of attorney to
engage in securities transactions without prior investor gpprova, secretly sold securities from the
client account and made persond use of the proceeds. 1d. at 815-16.

The SEC filed a complaint against Zandford, aleging that he had violated Section 10(b)
and Rule 10b-5 by engaging in a scheme to defraud the dlient by sdlling the client’s securities for
his own benefit and by misappropriating the proceeds. Zandford, 535 U.S. at 816. Reversing the
digtrict court’s partid grant of summary judgment for the SEC, the Fourth Circuit ordered that
the suit be dismissed — in favor of Zandford — on the ground that the SEC’s complaint did not
dlege fraud “in connection with” the sale of any security. 1d. at 816-17. The Fourth Circuit
reasoned that Zandford had not mided the client about the vaue of particular securities and that
hisfraud lay merely in “absconding with the proceeds’ of the sale of their securities. The Fourth
Circuit considered that such conduct did not amount to a federal securitiesviolation. 1d.

The Supreme Court reversed, regecting the Fourth Circuit's reasoning that to condtitute a
violation of Section 10(b), the misrepresentation must be related to the vaue of the security.
Zandford, 535 U.S. a 819 (“[N]ether the SEC nor this Court has ever held that there must be a
misrepresentation about the vaue of aparticular security in order to run afoul of the Act.”). The
Court concluded that Zandford' s fraud occurred “in connection with” the sdle of securities
because the “ securities sdles and [Zandford' §] fraudulent practices were not independent events.”
Id. a 820. According to the Court, to meet the “in connection with” element of a Section 10(b)
violation, “[i]t is enough that the scheme to defraud and the sdle of securities coincide” Id. at
822.

Cases Following Zandford. Severa courts have had the opportunity to apply the
Zandford rationale in the context of actions removed to federa court pursuant to SLUSA.26 In

26 See, e.g., Shaw v. Charles Schwab & Company, 128 F. Supp. 2d 1270, 1274 (C.D. Cal. 2001)
(pre-Zandford, granting remand and holding that the “in connection with” language of
SLUSA should not necessarily be interpreted as broadly asthe Smilar provision of Section
10(b) given the divergent purposes behind the two statutes), dismissed after remand, Shaw v.
Charles Schwab & Co., 2003 WL 1463842, at *4 (Cal. Ct. App. Mar. 7, 2003) (dismissing

[ Footnote continued on next page]
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Falkowski v. Imation Corp., 309 F.3d 1123, 1126-27 (Sth Cir. 2002), former employees brought
aclass action in gate court againgt defendant, their former employer, dleging breach of contract

and fraud in connection with their employee stock options, and claming that defendant
misrepresented the vaue of its stock and options. Defendant removed the action to federa court

on the bagis that it was wholly preempted by SLUSA. Id. at 1127. The digtrict court dismissed
plantiffs daims and plaintiffs subsequently appeded. |d.

On gpped, plaintiffs argued that SLUSA did not bar their claims because the aleged
misrepresentations were not “in connection with” the sde of securities. Applying Zandford, the
court held that “the fraud isin connection with the securities transaction if it *coincides with the
transaction” or is* more than tangentidly related” to the securitiesin issue. Falkowski, 309 F.3d
at 1130 (quoting Zandford, 535 U.S. at 825). Though certain of the aleged misrepresentationsin
Falkowski did relate to the value of the stock options, such amisrepresentation is sufficient but
not necessary after Zandford. Accordingly, the Ninth Circuit affirmed. Id. at 1131.

Smilaly, in Feitelberg v. Merrill Lynch & Co., 234 F. Supp. 2d 1043, 1045 (N.D. Cal.
2002) (appeal pending), plaintiff brought suit in state court dleging that defendants issued
deceptive purchase-and-sale advice in the form of stock ratings and analyst research reports for a
group of publicly traded internet stocks. Defendants removed the action to federa court based
on federd preemption under SLUSA, arguing that plaintiff’s daims of fraud were “in connection
with” the purchase or sde of securities, and plaintiff subsequently filed amotion to remand. 1d.
a 1044. Paintiff argued that the focus of his complaint was on the company’ sinterna
operations rather than the purchase or sale of stock by shareholders, and thus the dleged
wrongdoing was not “in connection with” the purchase or sde of securities as required by
SLUSA. Id. a 1051. However, the court found that plaintiff’ s alegations attempted to establish
that defendants * misrepresented the vaue of stock in order to further the interests of their
investment banking division and that such misrepresentation affected the value of stock.” 1d. at
1052. Relying on Zandford, the court held that “[t]o satisfy the ‘in connection with’ element, a
party must show that a security buyer or sdller suffered an injury as aresult of ‘ deceptive
practicestouching’ its purchase or sde of securities, (citations omitted)” and that “‘[i]t's enough
that the scheme to defraud and the sdle of securities coincide.”” Id. (quoting Zandford, 535 U.S.
at 822). Accordingly, the court found that defendants' “ scheme to defraud and the sale of
securities coincide’ and that “the aleged misfeasance clearly is ‘in connection with’ the sde of
securities” 1d. The court denied plaintiff’s motion to remand and dismissed the complaint with
leave to amend the complaint under federd securitieslaw. Id. at 1053.

In Araujo v. John Hancock Life Ins. Co., 206 F. Supp. 2d 377, 378-79 (E.D.N.Y. 2002),
the Court cited Zandford, yet seemed to minimize the strong statement in Zandford that a
misrepresentation as to the vaue of the security is not required to show aviolation of Section
10(b) or, by extension, to support remova pursuant to SLUSA. In Araujo, plantiff commenced
adassaction dleging that defendant engaged in a scheme to charge life insurance premiums for
aperiod of time when no coverage existed (the “risk-free” period). Defendant removed the case
to federal court pursuant to SLUSA and sought to dismiss the case, arguing that insurance

[ Footnote continued from previous page]
with preudice common law fraud claim againg broker, in reliance on Zandford, where “the
aleged fraud and securities transactions were not independent events’).

30



products were covered securities and that plaintiffs clams were a covered class action. 1d. at
379.

Quoting Zandford, the Araujo court dated that to satisfy the “in connection with” dement
of Section 10(b), “[i]t is enough that the scheme to defraud and the sde of securities coincide.”
Araujo, 206 S. Supp. 2d at 383 (quoting Zandford, 535 U.S. a 822). Nevertheless, the court
cited cases where courts have found the “in connection with” requirement was not met when the
plaintiff had not aleged misrepresentation regarding the value of a security or consideration
recaived for it. Seeid. In granting defendants motion to dismiss, the court found that “the
aleged scheme to charge policyholders premiums during ‘risk-free’ periods goes to the vaue of
the varigble life insurance policy,” and held that “the dleged charging practice was ‘in
connection with’ the sdle of the palicy.” Id. Though Araujo reached the correct result, the
discussion of the presence or absence of a misrepresentation as to the value of a security is
puzzing in light of Zandford’ s strong statement that such a connection to value is not required.

In Behlen v. Merrill Lynch, 311 F.3d 1087, 1089 (11th Cir. 2002), plaintiff filed adass
action complaint in state court dleging damsincluding breach of contract, breach of fiduciary
duties, misrepresentation and negligence. Plaintiffs clamed that defendants sold them inferior
Class B sharesin defendants growth fund when they were in fact digible to purchase Class A
shares, which were subject to lower fees and commissions. Defendants removed the lawsuit
under SLUSA, arguing that the adleged conduct about which plaintiffs complained occurred “in
connection with” the purchase or sdle of securities, and filed amotion to dismiss. Id. at 1089-90.

On agpped, the court determined that “the very reason [plaintiffs] were sold the Class B
shares was because those shares were subject to the excess fees and commissions’ and that “the
fees and commissions were not incidentd to the sde of the securities, but were an integral part of
the transactions.” Behlen, 311 F.3d at 1094. Citing Zandford, the court held that “[t]o the extent
that the defendants misrepresented which shares would be sold to the class, those
misrepresentations were made ‘in connection with' the sale of the shares’ and thus removal
pursuant to SLUSA was proper and the claims had properly been dismissed. Id. at 1094-95.

Post-Zandford Cases Remanding Suitsto State Court. Even after Zandford, however, a
few courts have remanded cases to state court or dismissed complaints entirely where the alleged
misrepresentations or omissions of materid fact did not have a sufficient connection to the
purchase or sale of a covered security. See, e.g., French v. First Union Sec., Inc., 209 F. Supp.
2d 818, 828 (M.D. Tenn. 2002) (omissions of information by broker and his employer relating to
broker’ s inherent qudifications and previous fraudulent conduct are not “in connection with” the
purchase or sde of securities, as there is not a sufficient nexus between the dleged fraud and a
Securities transaction, therefore removal under SLUSA was improper); Burnsv. Prudential Sec.,
Inc., 218 F. Supp. 2d 911, 912 (N.D. Ohio 2002) ( holding that action againgt stockbroker and his
employer for breach of fiduciary duty and violation of other state laws where stockbroker
improperly sold plaintiff’s holdings was not preempted by SLUSA, even under broader Zandford
rule, because here, unlike Zandford, there were distinct events of unauthorized sales and later
misrepresentations, rather than a common scheme or “continuous series’ of events, so
misrepresentations were not “in connection with” the purchase or sale of covered securities).
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C. ClaimsInvolving “Holders,” Not Purchasers Or Sdllers, Of Securities

In severd cases, courts have remanded actions to state court where the plaintiffs alleged
that defendants conduct soldy affected plaintiff’s holding of securities, rather than the purchase
or sale of securities. See, e.g., Gutierrezv. Deloitte & Touche, L.L.P., 147 F. Supp. 2d 584, 593
(W.D. Tex. 2001) (SLUSA does not cover claims based purely upon misrepresentations that
caused plaintiffs to retain securities); Gordon v. Buntrock, No. 00 CV 303, 2000 WL 556763, at
*3 (N.D. lll. Apr. 28, 2000) (remova improper where “plaintiff has gone to great lengthsto
dressthat his complaint aleges misrepresentations only in the holding of securities, and
expresdy disavows any injury resulting from the purchase or sde of securities’). In both of
these cases, the court found it Sgnificant that plaintiffs did not alege thet the classincluded
purchasers of securities.

In contrast, where a plaintiff aleged that defendant’ s misrepresentations induced him
both to purchase and hold securities, SLUSA does apply. See Riley, 292 F.3d at 1334 (approving
of Gordon and Gutierrez but finding that plaintiffs dlegations were not limited soldy to holding
clams). Mogt recently, the Ninth Circuit held in Falkowski that state class action clams related
to employee stock option grants were pre-empted under SLUSA, even though the options had
not been exercised and the stock sold. The court held that the option grant itself congtituted a
“sdé’ under SLUSA.

These cases suggest that carefully- crafted “holding dams’ — those made by non
transacting shareholders claiming damages because misrepresentations or omissions induced
them to hold stock — could offer plaintiffs attorneys an opportunity effectively to avoid remova
under SLUSA and frustrate the goals of the PSLRA.27

VIl. RECENT DEVELOPMENTSUNDER THE DISCOVERY STAY
PROVISIONS OF THE PSLRA

Two recent decisonsin high-profile financid fraud cases have given rise to anew
chdlenge facing securities fraud class action defendants where the securities suit coincides with
or follows a government investigation: namely, the prospect that when a parale government
investigation is underway, any effort by the company to cooperate with the government
invegtigation by producing documents and other discovery materids will be rewarded with an

27 Indeed, in April 2003, the Cdifornia Supreme Court in Small v. Fritz Companies, Inc., 30
Cal. 4th 167, 174-75 (2003), recognized a cause of action for fraud and/or negligent
misrepresentation in favor of a shareholder who neither purchased nor sold sharesin reliance
upon aleged misrepresentations by the defendant — a so-caled “holder action.” In Small,
plaintiff daimed that he had been induced to forbear from sdlling sharesin reliance on
aleged misrepresentations by defendants. Seeid. at 170-71. Defendants moved to dismiss
the action, arguing, inter alia, that SLUSA preempted plaintiff’s fraud and misrepresentation
dams because they arose in connection with the purchase or sale of a covered security. See
id. at 177-78. However, the court expresdy regected this argument, noting that “the Uniform
Standards Act by its terms gpplies only to suitsinvolving the purchase or sale of stock,” and
thus could not gpply to preempt Smal’s “holder” clam. Id. at 178.
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order to produce those discovery materidsimmediatey to the civil class action plaintffs

lawyers, notwithstanding the PSLRA’ s automatic stay of discovery. These two decison have set
avery dangerous precedent for future casesinvolving pardld SEC enforcement investigations,

or other regulatory or congressiond inquiries.

A. Discovery Of Documents Produced To Gover nment Agencies

The Enron Case: The First Shoe Dropping. Inthewake of the collapse of the Enron
Corporation, Judge Mdinda Harmon of the United States Didtrict Court for the Southern Digtrict
of Texasinitidly ordered Enron to produce to securities plaintiffs adl documents and materids
produced pursuant to subpoenas by any committee of the legidative branch of the federd
government, or by the executive branch of the federd government in connection with
investigations into its handling of its ERISA-governed pension plans. Newby v. Enron Corp.,
No. H-01-3624 (S.D. Tex.. Feb. 27, 2002) (Scheduling Order). The order also directed Enron to
produce to plaintiffs copies of dl transcripts of witness interviews or depositions given or taken
in connection with such investigetions. Id. In ordering this production, the judge relied on the
following characterization of the preventative and practica purposes of the discovery stay under
the PSLRA: “The automatic stay of discovery mandated by the PSLRA was designed to prevent
fishing expeditions in frivolous securities lawsuits. It was not designed to keep secret from
counsd in securities cases documents that have become available for review by means other than
discovery in the securitiescase” 1d. at 3-4.

Severd months later, the leed plaintiff in the securities action moved to expand Judge
Harmon's earlier ruling beyond ERISA-rdated documents to the production of al materias
previoudy produced in response to government investigations. See Newby v. Enron Corp., 2002
WL 31845114, at *1 (S.D. Tex. Aug. 15, 2002) (Order). Enron and various individua officer
defendants opposed the motion, arguing that the unambiguous language of the Reform Act
permits only two exceptions to the ban on discovery during the pendency of motionsto dismiss,
and prohibits discovery requedts, “whether a‘fishing expedition’ or ‘surgicd dtrike”” 1d. The
court cited with gpprovd plaintiff’s argument that their request did not pose the threet of abusive
litigation contemplated by the PSLRA, presumably because the pending government
investigations counter any suggestion that this was merdly a strike suit, and would impose only a
dight burden on the corporation since the documents had aready been produced. 1d. at *2. The
court agreed with plaintiffs, noting thet “discovery has aready been made” and it should not be
withheld from a party because of a statute designed to prevent discovery abuse. 1d. The court
ordered Enron to produce “ copies of al documents and materias produced by the Debtor related
to any inquiry or investigation” by any committee of the legidative branch or the executive
branch, and any witness interviews or depositions relating to those inquiries or investigations.

Id. at *1.

Worldcom: The Next Shoe Dropping. Judge Denise Cotes also recently ordered
WorldCom, Inc., a non-defendant but related party to the WorldCom consolidated securities
cases, to produce to securities plaintiffs documents and other materias which had aready been
produced to other entities pursuant to various government investigations. See In re Worldcom,
Inc. Sec. Litig., 234 F. Supp. 2d 310, 302 (S.D.N.Y. 2002). In addition, the Court ordered
WorldCom to produce documents and materias previousdy produced to counsdl representing the
Specid Invedtigative Committee of the Board of Directors, after counsd for the Specia
Committee produced itsfinal report. Seeid. In contrast to the order in Enron, and pursuant to
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requests to the Court by the SEC and the U.S. Attorney, WorldCom was not ordered to produce
any witnessinterview notes. Seeid.

In congdering whether to grant plaintiff’s motion, the Court noted that the PSLRA dlows
courts to order particularized discovery when the court findsit is necessary to prevent undue
prejudice to aparty. SeeInre WorldCom, 234 F. Supp. 2d at 305 (citing 15 U.S.C. 8 78w
4(b)(3)(B)). The court consdered the following “circumstances’ in deciding that the stay must
be lifted to avoid such prgudice to the securities plaintiffs, and noted that none of these
circumstances, standing aone, would judtify lifting the day. Firg, like the court in Enron, the
WorldCom court concluded that neither rationale underlying the PSLRA discovery stay was
contravened by the plaintiff’ smaotion. The lead plaintiff had not filed the motion to initiate a
“fishing expedition” and was not atempting to force defendants to settle a frivolous class action.
Seeid. The court o noted thet lifting the stay would not place an undue burden on the
corporation since the requested documents had aready been compiled and produced. Seeid. at
306.

Unlike the Enron court, the WorldCom court explicitly consdered “the unique
circumstances of this casg” to conclude that the stay must be lifted to avoid undue prgudice to
the plaintiff investor dass. 1n re WorldCom, 234 F. Supp. 2d a 305. The court noted that “[a]ll
of the investigations and proceedings concerning WorldCom are moving apace,” and that
without access to the requested documents, lead plaintiff “would be pregudiced by itsinability to
make informed decisions about its litigation srategy in argpidly shifting landscape’ including
upcoming settlement negotiations. 1d. The court was not only concerned that the securities
plantiffswould be & an informationa disadvantage in formulating their litigation strategy, but
aso that their lack of knowledge would place them at the end of the line for any recovery: “If
[lead plaintiff] must wait until the resolution of amotion to dismiss to obtain discovery and
formulate its settlement or litigation Strategy, it faces the very red risk that it will be left to
pursue its action againgt defendants who no longer have anything or at least as much to offer.”
Id.

AOL Time Warner. Inaone-page decison issued on February 28, 2003, Judge Shirley
Wohl Kram, quoting and citing the decisonsin Enron and WorldCom discussed above, granted
plaintiff’s gpplication to lift the PSLRA’s stay of discovery “with regard to copies of certain
documents and materials which Defendants . . . have produced to any committee of the
legdative branch of the United States government or to any entity of the executive branch,
including the Department of Justice and the SEC.” Inre AOL Time Warner, Inc. Sec. & ERISA
Litig., 2003 WL 715752, at *1 (S.D.N.Y. Feb. 28, 2003). Without discussion, Judge Kram found
that plaintiff was “*not in any sense engaged in afishing expedition or an abusive drike suit,’
and would be subgtantialy prejudiced by the maintenance of the stay. . . . The requested
discovery has dready been produced by Defendants and providing a copy to Lead Plaintiff will
not condtitute a burden upon them.” 1d.

The fact that Judge Kram lifted the stay without discussion of the particular facts of the
case before her raises the specter that some courts will be inclined automeaticdly to lift the
PSLRA say for materids dready produced to governmenta entities by defendantsin class
action securities litigations.

Vivendi. Despite the holdings in Enron, WorldCom and AOL, the court in one recent
case has declined to lift the PSLRA dtay in smilar circumdtances. See In re Vivendi Universal,
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SA.,, Sec. Litig., 2003 WL 21035383, at *1 (S.D.N.Y. May 9, 2003). In Vivendi, the court
refused to lift stay on “documents already produced by defendants to the United States
Department of Justice, Securities and Exchange Commission, Commission des Operations de
Bourse. . . and Association of Active Smdll Investorsin France. . . ,” because plaintiff could
show no “exceptiond circumstances’ warranting such astep in light of the fact that defendants
had “represent[ed] in open court” that documents produced to such agencies had been and would
continue to be preserved. 1d.

B. Discovery Of Work Product Materials Produced To Gover nment
Agencies

Recognizing the peril faced by defendants when producing documents to government
agencies, many defense counsdl now ask the government for written agreements that such
productions will not be deemed to congtitute awaiver of work production or atorney-dient
privilege protections. These requests are particularly important where, asis now frequently the
case, acompany has conducted an internal investigation, and agrees to produce a written report
or other summary or synthesis of the results of such an investigation, which may include
witnesses interviews, compilations of important documents, database summaries of facts, and
chronologies. The SEC generdly has responded favorably to such requests for work product
protection. In fact, the SEC recently issued areport in which it “recommends amending the
Exchange Act to dlow parties who choose to produce privileged or protected materid to do so
without fear that their production to the Commisson will be deemed to waive privilege or
protection asto anyone dse” SEC Report Pursuant to Section 704 of the Sarbanes-Oxley Act of
2002, at 45 (the “Section 704 Report”).28

In several very recent cases, the courts have addressed whether SEC confidentidity
agreements are enforcesable againg the demands of civil plaintiffs counse to have such
materias produced in the civil cases, notwithstanding any agreement between the company and
the government that such materials were not meant to be shared with private plaintiffs.

McKesson HBOC. In acasein the Delaware Chancery Court, the court adopted a
selective waiver rule for disclosures of work product made to law enforcement agencies pursuant
to aconfidentiaity agreement. See Saito v. McKesson HBOC, Inc., No. Civ. A. 18553, 2002 WL
31657622, at *11 (Del. Ch. Nov. 13, 2002). The court noted the conflicting casdaw on thisissue

28 The Section 704 Report states that the SEC favors such an amendment to the securities laws
because “a company that retains outsde counsel to conduct an internd investigation
concerning possible violations may be willing to share the investigative report with the
Commission. That report, while no subgtitute for the Commisson’s investigetion, may
supply the Commission with very useful information. Under current law, however, a party
who produces privileged or protected materia to the Commission runsarisk thet athird
party, such as an adversary in private litigation, could obtain that information by successfully
arguing that production to the Commission waived the privilege or protection.” Section 704
Report, at 45.
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in other jurisdictions, including in the courts of appeds?® seeid. a *7, however it determined
that public policy supported a selective waiver rule because such arule encourages cooperation
with law enforcement investigations.

In this case, the plaintiffsin a derivative action brought a motion to compe production of
certain documents, including materias that had been prepared by counsd while conducting an
interna investigation at the request of the audit committee of the board of directors of McKesson
HBOC, Inc. (“McKeson”). Among the documents sought were materials that had been
produced by defendant to the SEC and the United States Attorney’s Office (*USAQ”) after these
law enforcement agencies had both entered into a confidentiaity agreement with McKesson.
Defendants asserted work product privilege asto al of the documentsin question, and attorney
client privilege asto some of them. Id. at *1-2.

Initidly, the court determined that the documents in question clearly qudified as work
product, and that the only remaining issue was whether McKesson had waived its privilege by
producing these materials to the SEC and/or the USAO, notwithstanding the existence of the
confidentidity agreement. 1d. at *2. The court noted that, like any privilege, the protection of
work product may be waived, but that such waivers were rardly granted in Delaware because of
their harshresult. Id. a *3, 7. To waive protection for work product, the holder must know of
the right, and voluntarily and intentionally choose to rdinquish it. Further, disclosure of
protected work product to athird party does not waive the privilege if the disclosing party had a
reasonable expectation of privacy when it made the disclosure. 1d. at *4. The party’'s
expectation of privacy in the disclosure is consdered “reasonable’ if: (1) the party believed its
disclosure was confidential; and (2) the law sanctions that expectation. Id.

The court rejected McKesson's argument that it had a reasonabl e expectation of privacy
inits disclosures pursuant to the confidentidity agreement because it shared a common interest
with the SEC and/or the USAO of “weeding out” wrongdoing & the company. Id. at *4-5.
Cooperating voluntarily with the investigation did not transform McKesson' s relationship with
the invedtigative agenciesto afriendly one in which it had a reasonable expectation that
privileged materias would be held in confidence.

However, the court accepted McKesson's next argument, that it had a reasonable
expectation of privacy when it made its disclosures to the SEC and/or the USAO because they
were made pursuant to a confidentiality agreement. 1d. at *6.30 Pursuant to such an agreement,

29 One case cited by the court in Saito is particularly noteworthy. In In re Columbia/HCA
Healthcare Corp. Billing Practices Litig., 293 F.3d 289 (6th Cir. 2002), the court expressy
rejected the concept of selective waver in dl forms. The court found that the defendant hed
waived the work product privilege for documents produced to the Department of Justice even
though the disclosure was made pursuant to a confidentiaity agreement. 1d. at 307. Inso
doing, the court reasoned that waiver of the work product privilegeisa“tacticd litigation
decison,” and alowing sdective waiver would permit attorneys to use the privilege “as a
sword rather than asa shield.” 1d.

30 The SEC had filed an amicus brief supporting McKesson's position. See 2002 WL
31458233, at *8 n.55.
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McKesson' s atorneys could reasonably expect that their preparations for litigation would not be
used againg them. Further, this expectation of privacy is one that the law should sanction,
because “ public policy seems to mandate that courts continue to protect the confidentialy
disclosed work product in order to encourage corporations to comply with law enforcement
agencies” 1d. at *6. Because McKesson's expectation of privacy was reasonable, its production
of documents to the agencies pursuant to the agreement did not waive the work product privilege
as to those agencies.

The court noted that other jurisdictions do not permit selective waiver of the work
product privilege— that is, continuing to assert the privilege againgt other parties once the
protected materia has been disclosed to any party. Id. at *7. However, the court reasoned that
such aruleis not basicdly unfair, as disclosing protected materia to one adversary does not
prejudice another adversary any more than if the initial waiver had not been made. 1d. at *6.
Further, the rule hereis narrow, permitting selective waiver only of work product produced to a
law enforcement agency dafter a confidentiaity agreement isin place. Findly, public policy
favors anarrow rule of sdlective waiver, as it encourages cooperation with law enforcement. 1d.
at*7. Onthisfina point, the court observed that a ddlicate balance aready exists between a
corporation’ s interest in cooperating with an investigation in hopes of obtaining more lenient
treatment, and forcing alaw enforcement agency to “do its own legwork” a the risk of receiving
harsher treetment. Id. at *8. If courts do not permit selective disclosure, and “ amplify the risk of
disclosure to include future private plaintiffs, the scales begin to tip further in favor of corporate
noncompliance with investigative agencies” 1d.

The Delaware court’ s decison in McKesson followed on the hedls of asmilar case, dso
involving McKesson, in state court in Georgia. See McKesson HBOC, Inc. et al. v. Adler, 254
Ga. App. 500, 504 562 S.E.2d 809, 814 (2002). There, thetrid court granted a shareholder
plantiff’s motion to obtain documents generated by McKesson during an internd investigation
of the company’ s financid reports led by the audit committee of the board of directors. 1d. at
500. These documents had been produced to the SEC pursuant to a confidentidity agreement,
and McKesson argued that they were covered by both work product protection and the attorney
client privilege. 1d. The Georgia Court of Appeals remanded to the district court the question of
whether the documents were privileged under the work product doctrine, id. a 504, but found
that the documents were not protected by the attorney client privilege, id. The court reasoned
that becauise McKesson's audit committee authorized its attorneys and accountants to cooperate
with the SEC in its investigation, the company “contemplated that the documents would be
provided to athird party amost from the inception of the investigation,” and thus the privilege
did not apply. 1d. Though the court did not explicitly mention the confidentiaity agreement in
itsanalydis, this reasoning suggests that the court would consider such an agreement ineffective
to prevent awaiver of the privilege, and indeed positive evidence that the party did not intend the
communications to be confidential.
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