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SUBJECT: Extension of the Private Securities Legislation Reform Act of 1295 to
State Securities Class Action Suits

ACTION FORCING EVENT

In May, the President was asked by a bipartisan group of over 75 members of
Congress and by representatives of the high-technology industry to support the
enactment of uniform federal standards for securities fraud class actions. Since

then, two bills have been introduced in the House that seek to amend the Private
Securities Litigation Reform Act of 1995 to establish such standards by preemption
of state law. Consumer groups have indicated strong opposition to such

legislation, as have state regulators.

On Thursday, July 24, the Securities Subcommittee of the Senate Banking
Committee, chaired by Senator Gramm, will hold a hearing on the issue at which
the SEC will testify. Both on the Hill and among private sector parties interested in
this issue, the approaching hearings have intensified inquiries about where the
Administration is on the legislation, although no Executive Branch agency so far has
been asked to testify.

The NEC established an interagency working group to consider the policy issues
and make recommendations to the President. This memorandum outlines the
working group’s views and provides options for action.

DISCUSSION
The Private Securities Litigation Reform Act of 1995

In December 1995, Congress passed, over the President’s veto, the Private
Securities Litigation Reform Act (the “Reform Act”}, which revised both substantive
and procedural law governing private actions under the federal securities laws.
Among other things, the Reform Act (1) created a safe harbor for forward-looking
statements; (2) heightened the pleading standards for claims of fraud; (3) created a
stay of discovery pending a defendant’s motion to dismiss; (4) limited the exposure
of certain defendants by establishing proportionate liability, rather than joint and
several liability, for parties not found to have “knowingly” committed violations;
and (5) required courts to assess whether all parties complied with Rule 11 of the
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Federal Rules of Civil Procedure, prohibiting the filing of frivolous legal motions.

In his veto message, the President indicated his objection to three provisions of the
Reform Act that would “erect procedural barriers... [and] keep wrongly injured
persons from having their day in court”: (1) the heightened pleading standards; (2}
the breadth of safe harbor for forward-looking statements, as suggested in the
language of the Conference Report; and (3} the Rule 11 sanctions, which were
seen as too close to a “loser pays” standard.

In response to the passage of the Reform Act over his veto, the President
requested the SEC to undertake a year-long study and provide advice on the impact
of the Reform Act on the effectiveness of the securities laws and on investor
protection. In its April 1997 report, the SEC concluded it was too early to
determine the full impact of the Reform Act. In particular, the SEC found that
judicial interpretations of the new pleading standards varied and that there had been
only one decision on the application of Rule 11.

The SEC did find, however, that there had been a significant increase in securities
class actions filed in state courts, particularly in California, a finding consistent with
an industry-sponsored study by Stanford professor Joseph Grundfest. The SEC
study also indicated that since passage of the Reform Act, public companies had
failed to avail themselves of the “safe harbor” for forward-looking statements.

Studies reported in the Wall Street Journal on July 9, 1997 indicate that federal
securities lawsuits are back up to their pre-Reform Act levels, and that state suits
are way down from their 1996 levels. The Journal states that “the filings are back
up because federal courts haven’t been as inhospitable to shareholder suits as
proponents of the new law had hoped.”1 Wall Street Journal (July 9, 1997, page
B11)

Interaction between Federal and State Securities Laws

Over the last sixty years, federal securities laws have worked in tandem with state
corporate law, securities law and the common law of fraud, to contribute to public
confidence in our capital markets. State law has traditionally provided a remedy for
those defrauded in face-to-face transactions, and certain types of corporate actions
that may involve actively traded securities {such as proxy contests, mergers and
tender offers) are tried in state, not federal court.

On the other hand, until the passage of the Reform Act, large class actions alleging
securities fraud in connection with securities traded in national markets were
generally brought in federal court, under federal law. The reasons for this include:
provisions for strict liability of issuers and underwriters in certain situations; the
ability to include plaintiffs from many states in a single action; the lack of need to
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prove reliance by each plaintiff on misstatements or omissions; and the expertise of
the federal courts, particularly in the Second and Ninth Circuits.

Proponents of the Reform Act argued that the federal system had gone awry, and
that the high tech industry, accountants, lawyers and securities firms were being
unfairly targeted in meritless class-action shareholder suits. They argued the
litigation burdened the cost of raising capital and stifled growth and productivity.
The Reform Act was intended to reduce this burden.

The high-tech industry and Congressional supporters assert that the industry has
not obtained the relief intended by the Reform Act because of the trend toward
state court actions. They are also concerned that plaintiff-friendly changes could be
adopted in state law (such as proposed Proposition 211 in California, which the
President publicly opposed) that will make the Reform Act even less effective.
Therefore, to restore the federal/state balance -- but with the benefit of the Reform
Act’s provisions in federal court -- they argue that a single national standard of
liability should be effected through preemption of state securities laws for private
class action fraud actions. During the 1296 election campaign, while Proposition
211 was being considered in California, the President indicated some sympathy
with this position.

Congressional Proposals

In May, two bills were introduced in the House that would preempt certain
securities fraud actions filed in state courts. H.R.1689, introduced by
Representatives Eshoo (D-CA) and White (R-WA), would preempt class action
securities fraud suits {with more than 25 plaintiffs) based on state law if any of the
company’s securities were traded on a national exchange or the Nasdaq National
Market System during the period of the alleged fraud. No such action could be
brought, in either state or federal court, based on state common or statutory law.
The Eshoo/White bill has over 75 co-sponsors, of both parties.

H.R. 1653, introduced by Representative Campbell (R-CA), is virtually identical to
the Eshoo/White bill with two exceptions. The Campbell bill preempts all suits, not
just class actions. On the other hand, the bill more narrowly defines “covered
security” to apply only if the security at /ssue (rather than any of the company’s
securities) was traded on a national exchange or the National Market System. This
bill has no additional sponsors; it appears the high tech community has decided the
Eshoo/White bill is more likely to pass.2

ISSUES RAISED BY EXPANDING THE REFORM ACT
As a whole, and with some exceptions, the members of the NEC working group are

inclined to believe that proponents of wholesale preemption of state securities fraud
actions {or even state securities fraud class actions) for nationally-traded securities
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have not yet made an effective case for such action. However, the group discussed
three areas in which limited, though significant, preemptive relief may be
appropriate to enhance the likelihood that the benefits of the Reform Act will be
realized: ,
¢ protecting the federal discovery stay from an “end run” using state actions;
¢ expanding the applicability of the safe harbor for forward-looking statements;
and
* limiting state suits that do not require the plaintiff to demonstrate individual
reliance on the defendants’ misstatements or omissions.
These could form the core of a carefully drawn statute that creates national
uniformity for claims truly related to national market actions while leaving state law
intact for its traditional purposes. :

In addition, the Administration may want to use this opportunity to revisit some of
the issues raised during consideration of the Reform Act, such as the iength of the
federal statute of limitations. It is quite possible, however, that a decision to revisit
any of these issues -- even in combination with support for some preemption --
would be taken as an indication that the Administration was not in fact supportive
of the high tech community’s interests.

Discovery Stay: The Reform Act provided for a stay of discovery during the
pendency of motions to dismiss unless discovery is necessary to preserve evidence
or prevent undue prejudice. Since the passage of the Reform Act, many state class
action suits have been filed parallel to identical federal actions. Prior to the Reform
Act, parallel suits were unusual. Although it is too soon to have conclusive
evidence of discovery practices in these state actions, a strong inference is that
state jurisdiction in these suits is being used to obtain discovery for use in the
parallel federal court action. This lack of effectiveness of the federal discovery stay
is a central complaint of the proponents of a national standard. While there may be
potential constitutional (Tenth Amendment) issues in requiring state courts to
respect the federal discovery stay, both the Justice Department and the SEC
believe it is possible to craft such a statute.3

Safe Harbor: The Reform Act established a safe harbor from liability under the
federal securities fraud laws for forward-looking statements that were not known to
be false when made or that were accompanied by “meaningful” cautionary
statements. Such a safe harbor is not generally found in state law. The President’s
veto message on the Reform Act noted that it was appropriate to modify federal
securities law to “ensure that companies can make reasonable statements and
future projections without getting sued every time earnings turn out to be lower
than expected...” But the President took issue with the language of the Conference
Report that “weaken(ed] the cautionary language that the bill itself provides.”

The SEC’s report on the impact of the Reform Act suggested that the lack of case
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law or regulation on what constitutes “meaningful” cautionary statements, rather
than the potential for state court litigation, might be the primary inhibition to the
wider use of the safe harbor. However, the goal of the safe harbor would probably
be enhanced by making it universally applicable -- in state as well as federal courts.

Reliance: Most large federal securities fraud class action suits -- the type of
litigation that generates the most concern in the business community -- rely on the
theory of “fraud on the market.” This doctrine allows plaintiffs to bring fraud
actions under the federal securities laws alleging that misinformation or omissions
of material fact caused securities sold in the market to be mispriced, resulting in
damage to the plaintiffs, regardless of whether each plaintiff had personal
knowledge of and relied on the misinformation or the omission. This makes large
class actions far more feasible than doctrines, such as common law fraud, that
require individual proof of reliance.

Because until recently there has been little incentive to file these kinds of suits in
state, rather than federal court, most states do not have definitive court rulings on
whether fraud on the market is a permissible theory of liability. There are no state
law cases allowing fraud on the market -- rather than individual reliance -- as the
basis for a state common law fraud suit. Four states -- Colorado, Arizona, Texas
and Montana -- explicitly allow blue sky statutory fraud suits without proof of
individual reliance (the functional equivalent of fraud on the market). The California
Supreme Court has ruled that reliance is required for a common law fraud action,
but stated in dicta that it would not be required for a statutory securities law action
-- with the result that California plaintiffs are bringing statutory blue sky fraud
actions without alleging individual reliance on the assumption that the Supreme
Court will uphold them. it is unclear whether other states, if the issue is raised
through post-Reform Act cases moved to state court, would follow California.

Given the uncertainties of state law, but the fact that state law generally requires
individual reliance, federal preemption of state cases not requiring reliance would
limit large state securities fraud class actions. This could be accomplished today
without overruling current state law outside of Colorado, Arizona, Texas, Montana,
and probably California.

Heightened Pleading Standards: The Reform Act adopts the Second Circuit’s
standard that plaintiffs must plead with particularity facts giving rise to a strong
inference that the defendant acted with the required state of mind. The President in
his veto message indicated that this standard -- the toughest adopted by any Court
of Appeals -- would be acceptable, but that the Conference Report’s virtual
direction to impose an even tougher pleading standard was inappropriate. The
SEC’s report indicates that most courts have applied the Second Circuit standard,
notwithstanding the language of the Conference Report. However, in In re Silicon
Graphics, Inc. Securities Litigation, 1997 WL 285057 (ND Cal, May 23, 1997), the
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District Court held that allegations of non-deliberate “recklessness” would be
insufficient to satisfy the new standard. Preemption of state court suits would
make it more difficult for plaintiffs to bring law suits against reckless violators,
particularly if Silicon Graphics becomes the Ninth Circuit or national standard.4 An
attempt to overrule Silicon Graphics by statute would be vigorously opposed by the
high tech community.

Aiding and Abetting: A Supreme Court case decided while the Reform Act was
being considered {Central Bank of Denver, N.A. v. First Interstate Bank of Denver,
N.A., 511 U.S. 164 (1994}) eliminated private liability for aiding and abetting a
securities law violation under the federal securities law. Attempts by the
Administration and others to convince Congress to overrule the case in the Reform
Act were not successful. About 20 states {including California) recognize private
civil liability for aiding and abetting as a statutory blue sky violation.5 Preempting
state fraud actions would effectively prevent statutory aiding and abetting claims in
those states, as well as common law fraud aiding and abetting claims in all other
states. An attempt to restore federal private aiding and abetting liability would
likely meet strong objection not only from the high tech community but also from
lawyers and accountants.

Statute of Limitations: In 1991, the Supreme Court limited the statute of limitation
for federal private actions for securities fraud (Lampf, Pleva, Lipkind, Prupis &
Petigrow v. Gilbertson, 501 U.S. 350 (1991)}) to a “one/three” standard -- one year
after learning of facts that should put plaintiff on notice of the fraud, but no more
than three years after the conduct. During the debate on the Reform Act, the
Administration supported a longer statute of limitations. However, the Reform Act
did not overrule Lampf. Preemption of state court suits would remove the ability to
bring state court actions on the expiration of the shorter federal statute of
limitations in the 31 states, including California, that currently have longer statutes.
This may be an area in which an attempt to move federal law in a direction more
friendly to plaintiffs would be feasible.

OPTIONS
1. Do not support legislative action at present

The Administration could choose not to comment on the proposed legislation -- or
could oppose it -- accepting the recommendation of SEC Chairman Levitt that we
allow case law implementing the Reform Act to develop. We could also make the
point that to the extent these suits have shifted back from state to federal court in
recent months, action to preempt state law might be both unnecessary and
misdirected.

If we took this position, however, members of the high tech community would
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reiterate their claim that the President had committed to supporting some degree of
federalization of the law in this area in his comments on California’s Proposition
211. They have clearly indicated they would regard failure to support some
preemption as a policy reversal and betrayal. On the other hand, consumer groups
as well as state regulators would applaud our action.

2. Support the Eshoo/White or Campbell proposals

The Eshoo/White bill would move large securities fraud class actions into federal
courts, but would continue to allow small aggregate actions (under 25 plaintiffs) to
be brought in state court under either statutory or common law. The Campbell bill
has a broader scope in that it impacts all lawsuits, not just class actions. Enactment
of either bill would undoubtedly reduce the number of securities fraud suits brought
in state court or under state law, thereby driving them back into federal court
where the provisions of the Reform Act apply.

However, as noted above, the breadth of the bills, particularly the Campbell bill,
could result in many types of actions traditionally, and successfully, brought in
state courts (such as common law fraud cases based on actual reliance and actions
alleging fraud in the course of a tender offer or proxy fight) being forced into federal
court. In some cases, such as misrepresentations in intra-state private placements,
there may not be the interstate commerce predicate for federal jurisdiction. It is
possible that defrauded investors in these cases may find themselves without any
remedy at all.

3. Propose legislation either as a stand-alone or to modify the Eshoo/White or
Campbell bills '

Neither the Eshoo/White nor the Campbell bill appear sufficiently well targeted to
respond to what we perceive to be the primary issues that may deserve attention.
Moreover, they are overbroad and completely pro-defendant. It is arguable that in
providing something more to defendants in protection against state court actions, it
might be useful to tilt the balance back somewhat in federal court. A carefully
drawn statute that creates national uniformity for claims truly related to national
market actions while leaving state law intact for its traditional purposes could serve
all parties.

A package consisting of the following might be a useful counter-proposal:
* Preempt state law liability for statements that meet the federal safe harbor
standards;
Apply the discovery stay to securities fraud suits brought in state court;
Preempt state securities fraud actions that do not require proof of individual
reliance; and
* |Increase the federal statute of limitations to the earlier of three years after
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discovery or five years after the act.’

While it is highly unlikely that such a package would fully satisfy either the
high-tech community or opponents of any preemption, it responds to the concerns
that have been documented, encourages further use of the safe harbor, and
balances enhanced restrictions on plaintiffs’ actions in state court with respect to

clearly national issues with some degree of enhanced (or restored) plaintiffs’ rights
in federal court.



Securt bios Uit Pebm

NASCAT

NATIONAL ASSOCIATION OF SECURITIES AND COMMERGIAL LAW ATTORNEYS

July 18, 1997

Elena Kagan

Deputy Assistant to the President for Domestic Policy
The White House

Washington, DC 20502

Dear Ms. Kagan:

In light of next week's Senate Securities Subcommittee oversight hearing on
the Private Securities Litigation Reform Act of 1995 (PSLRA), the National
Association of Securities and Commercial Law Attorneys (NASCAT) urges that the
Clinton Administration proceed cautiously as it considers proposals to preempt
private rights of action under state securities laws. We strongly oppose any
legislative initiatives that would further jeopardize defrauded investors' ability to
recover their losses.

Representatives of the high-tech, securities and accounting industries who
advocate federal preemption of state securities laws argue that they need additional
legislation to protect them from the "onslaught" of shareholder class action suits filed
in state court. These hyperbolic claims provide little justification for imprudent
intrusion on state securities laws. Even at its height in 1996, the number of
shareholder class actions filed in state court numbered less than 100, out of some
15 million civil cases filed in state courts each year. In the five years previous, only
some 35 to 55 securities class actions were filed in state court annually.

Recent studies already indicate a reversal of the 1996 aberration. According
to a study by National Economic Research Associates, Inc. (NERA), "[Tjhere has
been a slowdown in state court filings: the 19 filings [January] through April
[1997]...project to a total of 57 filings for this year, approximating the 1991 to 1995
average." NERA termed the 1896 numbers "transient." (Enclosed is a copy of the
Wall Street Journal article summarizing the studies, as well as copies of the studies’
findings.)

317 MASSACHUSETTS AVE.,, N.E. « SuITE 300 » WasHINGTON, DC 20002
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Furthermore, preemption proponents seek to nullify many state laws that
provide greater investor protections not found in the new federal law, including a
longer statute of limitations and aiding and abetting liability.

Finally, we stress our fundamental opposition to federal preemption of state
securities laws based on the current reality that it is not clear that there will be
any means for defrauded investors to recover stolen money under federal taw
after passage of the PSLRA. It will take years to assess PSLRA’s impact as the
courts struggle to interpret its provisions. Even Stanford University law professor
and preemption proponent Professor Joseph Grundfest stated last week, "The law is
very much in flux."

Unfortunately, several federal district courts already have issued rulings so
restrictive that they threaten almost all private enforcement. In the first of those
decisions, Silicon Graphics, the court held that reckless wrongdoers are no longer
liable to their victims under PSLRA. The Securities and Exchange Commission
(SEC) took the extraordinary step of entering the case to file a brief in the district
court to protest the result. Preemption of state remedies under such circumstances
could leave investors with no ability to protect themselves against fraud.

As you know, an impressive array of consumer and investor advocates also
oppose the current attempt to federally preempt investor protections provided under
existing state securities laws. These groups are the National League of Cities, U.S.
Conference of Mayors, National Association of Counties, National Association of
County Treasurers and Finance Officers, Government Finance Officers Association,
the Municipal Treasurers Association, the American Association of Retired Persons,
Citizen Action, Consumer Federation of America, Consumers Union, Public Citizen’s
Congress Watch, and the U.S. Public Interest Research Group.

Bottom line, preemption proponents seek eradication of a 60-year system of
dual enforcement that has served the country well since the Depression -- based on
a mere 19 state courts filings, at a time when it is not certain that sufficient
protections exist for investors under the new federal law. We encourage you to
heed the recommendation of SEC Chairman Arthur Levitt, who counseled, "[l]t is too
early to assess with confidence many important effects of the [Private Securities
Litigation] Reform Act and therefore, on this basis, it is premature to propose
legislative changes. The one-year time frame has not allowed for sufficient practical
experience with the Reform Act's key provisions, or for many court decisions
(particularly appellate court decisions) interpreting those provisions."
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At a minimum, Congress should await conclusive evidence of the impact of
both the PSLRA and the 1996 National Securities Markets improvement Act, bills
which have created a more difficult environment for defrauded investors and
reduced regulator oversight of the industry.

We look forward to working with you over the coming months as Congress

seeks to evaluate the impact of the Private Securities Litigation Reform Act and to
chart a course for the future of private securities litigation.

Sincerely,

Wl Horane-

Mern Horan
Executive Director

Enclosure



UPDATE ON SECURITIES CLASS ACTION
FILINGS IN STATE AND FEDERAL COURTS

Media Coverage
Securities Class Action Lawsuits Make Comeback in Federal
Court (Wall Street Journal, July 9, 1997)

National Economic Research Associates, Inc

New York, New York
Federal Class Action Filings Rise to Pre-Reform Levels
as State Filings Fall

Securities Class Action Clearinghouse, Stanford University

Professor Joseph Grundfest (Preemption Proponent)
Federal Litigation Box Score
State Court Class Actions

Wilson Sonsini Goodrich & Rosati (Securities Defense Firm)

Palo Alto, California

Summary of study on Motions to Dismiss under the PSLRA



THE WALL S'I‘REET JOURNAL WEDNESDAY, JULY 9, 1997 811 -

Securltles Class-Action Lawsuits
Make Comeback in Federal Court

By DEAN STARKMAN
Staff Reporter aj‘ TiE WALL STREET Jouanar

The number of securities:fraud class-
action suits Tiled in federal courd this year
has climbed back to the levels of the early
19905, despite a 1995 law aimed at curbing
such suits, two new studies show,

The studie§. indicate that plaintiffs
lawyers have ;etumed to_federal court
after adjusting;.to
higher  plealling | LEGAL BEAT
standards and other | =
hurdles presented
by the Private Sécu-
rities Litigation;
form Act, passed
over a presxdenual
veto in December
1995. Meanwhile, {5
the . number of SRS

shareholder suits fnled in state oourts '
is down sharply this year, after splkmg

Iast year, the studies show. .

= *The plaintiffs lawyers have figured
out that it's not so bad to file in federal
court, and there’s no significant advantage
to filing in state court,”
eja, a vice president of Nationa! Economic
Research Associates Inc., a White Plains,
N.Y., consulting firm that studied both
federal and state court filings.

The group found that 78 suits were
filed in federal court through -May, com-
pared with 47 last year. In state courts, it
found that 19 shareholder class actions

were filed through April, down from 40 in-

the same period last year.

In its study, the Securities Class Action
Clearinghouse, a research project run by
Stanford University law school, found that
83 securities-fraud suits were filed this
year in federal court through July 3. If the
filings continue at that rate, there will
be 166 suits filed this year. That's roughly
the same number as in the early 1990s,
when business groups lobbied Congress (o
make it harder for shareholders to bring
“meritless” suits in federal court. Back
then, the number of shareholder suits filed
in federal court averaged about 178 a
year.

Last year, the number of suits filed in
federal court dropped to about 123, as more
suits were filed in state court. Observers
also attributed the decline to a rush by
lawyers to file federal claims in late 1995
before the law went inlo effect.

- Both groups say the filings are back up
because federal couris haven’l been as
inhospitable to shareholder suits as propo-
nents of the new law had hoped.

in 17 rulings since the law went into
eifect, federal judges have dismissed six
cases outright and three others with the
provision that plaintiffs could refile if they
added more information to their com-
plaints, according to a separate study by
the Pale Alto, Catif., firm of Wilsen Son-
sini Goodrich & Resati, which defends
high-tech {irms. Judges, however, allowed

says Vinita Jun--

al least part of eight other cases to go
forward, the study found.

“The law is still very much in a
state of flux,” says Joseph A. Grund-
fest, a Stanford University law professor
and former member of the Securities and
Exchange Commission.

The first federal appeals-court ruling
on the new law is expected in a widely
watched case involving Silicon Graphics
Inc., a maker of interactive computer
systems in Mountain View, Calif., now
before the federal appeals court in San
Francisco. In May, a federal district judge
in San Francisco threw out a shareholder-
fraud suit against the firm, ruling, among
other things, that the plaintiffs weren't
specific enough in their allegations that
corporate insiders who sold their stock at

. the end of 1995 knew that sales wouldn't

meet company forecasts.

William S. Lerach, a leading plaintiffs
tawyer with Milberg Weiss Bershad Hynes
& Lerach, who is handling the case, says
the detision, if upheld, *“will mortaily
wound private enforcement of federal se-
curities laws."”

Boris Feldman, a Wilson Sonsini law-
yer who defends high-tech companies,
says that until higher-court rulings are
handed down, it’s too early to tell if the new
law will ultimately discourage shareholder
suits. “Certainly, the plaintiffs lawyers
haven't become demoralized and started
selling life insurance,” he says. “They'rea
very resilient bar.™

oy
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FEDERAL SHAREHOLDER CLASS ACTION FILINGS RISE TO PRE-REFORM ACT LEVELS
AS STATE FILINGS FALL

NERA Analyzes First Five Months of 1997

An analysis of recent shareholder class action filings reveals a reversal of 1996 trends. As documented by
NERA and othcrs, federal sharcholder class activay fell Lust year following passage of the Private Securities
ngat:on Reform Act of 1995." At the same time, however, there was an extraordinary increase in state
filings. In a new analysis through May of this year, the 1996 trends are found to have been transient: federal
class actions are up significantly and state class actions are down from 1996 levels. In both cases, the five-
month rate is about the same as occurred in the five years prior to the Raform Act.

“These results are éousistcnt with aneedotal evidence reported by plaintiffs’ attorneys who recently
have bocn more upbeat in their response to (he Act, believing that they are bringing swonger cases resulting in
larger recaveries,” notes Dr. Frederick Dunbar, NERA Senior Vice President.

;

Table 1 summarizes federal court filings. NERA’s prior research showed that there was an apparent
acceleration in federal filings in December 1995 to avoid being subject to the Reform Act, followed by a lull
in filings for January to March 1996. The next six months’ 1906 filings were at a lower rate than in earlier
years but not by a statistically significant amount when adjustments were made to reflect the effect of the
bullish stock market vn reducing the number of securities lawsuits, Iﬁc total number of filings for 1996 (123)
lagged that of 1995 (163) and the annual average from 1991 to 1995 (179). However, this year, an apparent
return to the federal courts has occurred, with 78 filings to date projecting to a total of 187 federal filings for
all of this year.

! S¢e NERA's “Receat Trends IV: What Explains Filings and Settlements in Shareholder Class Actions” (“Recent Trends TV™).
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Table 2 summarizes state court filings. The 110 state couct filings in 1996 is more than double the - -
 annual average from 1991 01995 (52) und excesds the second highest year, 1994, by mors then SO percent. .
Homvci-, this year, there has been a slowdown in state court filings: the 19 filings through Apri! (May data
may be incomplete dne to the greater lag in reporting state filings) project to a total of 57 filings for this ycar, |

approximating the 1991 to 1995 average.

A first-ever NERA empirical analysis of settlements of cases filed after passage of the Reform Act
finds that, an average, they are over 40 percent higher than pre-Reform Act settlements, although this result is
Dot statistically significant, This analysis included five cases for which (at least preliminary) scttlement values
are available and which meet (or appear to meet) the conditions described in Recent Trends IV. For this small’ ‘-
sample of cases, investor losses were calculated and combined with NERA’s sample of earlier investor losses

cases. Then, multiple regression analysis was used (see Recent Trends IV) to attempt to quantify the effect of

(hic Reform Act on settlements.

For further information contact:

Todd §. Foster
(212) 345-3000
todd_lusler@nera.com

or .
{
Frederick C. Dunbar

(212)345-3000
fred dunbar@nera.com

or
Denise N. Martin

(212) 345-3000
denise_martin@nera.com
or

Vinita M. Juneja

(914) 448-4000
vinita_juneja@nera.com
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Summary of Federal Court Filings of Security Class Action Suits

e ——

Filings from: 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1991 to 1997 ||
1) @161 @® e |6

M| ® . ®
January to May 70 71 66 96 69 47 78 . 497
January 10 December 156 193 159 | 222 163 123 | 187* 1203*

:MonﬂﬂyAverage 13 16 =13 19 ] 1_ 10 16 14 l

* Based npon extrapolation using January to May 1997 data,
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Summary of State Court Filings of Security Class Action Suits
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Filings from: 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1991 to 1997 ]
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January to May 21 { 15 | 14 | 28 | 3 [ 53 | un 175
January to December | 49 | 34 | 47 [ 72 | 57 | 110 | 57* 426*
Monthly Average 4 3 4 6 3 9 4 3. u

* Based upon extrapolztion using Janaary to April 1997 data,

So0



Welcome

Complaints

Suminaries
Briefs
Settlements
State Courts
Gateways
.95 Act Text

.E-mail Registration

Search

Your Commentsl

Federal Litigation Box Score

Percentage alleging insider sales during class period

22 Dec. 1995 to 28 May 1997 1996 1997 Total

Companies sued in federal court 109 71 180

Federal complaints on line 75 |14 189

|[Companies sued in California 25 16 41

"{Most frequently sued industry High-Tech High-Tech

Most active district court S.D.N.Y. S.D. Fla.

Percentage alleging accounting fraud 59%f 59%:
5% 55%-~

Clearinghouse

Last Updated 28 May 1997

Main Page

*
These figures are based on a sample of 65 complaints filed during 1996.
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.Main Page

Heleome State Court "o

LComplaints - .
Class Actions
Summaries Filed Since Enactment of the
. Private Securities Litieation Reform Act of 1995
.Briefs b -
Settlements

State Courts

LGateways
295 Act Text

.E-mail Registration

.Search

Your Comments
[Alabama] [Arizona][California}[Colorado][Connecticut][Delaware]
[Florida][Georgia][lllinois][Maryland][Montana][Nevada]
[New Jersey][New Mexico][New York][Ohio][Texas]
Arranged by state, and then alphabetically by company

State Company Date Filed Court Allegations and Notes
Alabama _
Defrauding customers into cashin
Alabama AmSouth ~4/22/96 in CDs and putting them into
: uninsured mutual funds;
federal action filed
Arizona
Arizona Microtest 9/29/96 Maricopa Improper. revenue recognition; -
County insider sales
A Maricopa Failure to disclose FDA warning
Arizona Orthologic 6124196 [ ; letter, insider sales;
‘ federal action filed
California
California { 3Com Corporation | 32497 | SantaClara | Violations of California law;
County misrepresentations; insider tradin
. . 20th Century Los Angeles . :
California Industries 1/17/96 County Sale of portion of the company

BODIGY ¢ WEEB BROWSER: SECURITIES CLASS ACKION CLEARINGWOUSE - S'I‘A.;I‘E COMPLEENES (



California Access HealthNet 12/19/96 Orange County Federal action filed
Santa Clara Failure to disclose declining
California Adobe Systems 2/6/96 County business and unsuccessful
integration of merged company
California Brooktree Corp. 5/6/96 Saé;aul:tl;go Misleading new product statement
California CellNet Data Systems, 10/31/96 San Mateo
Inc. County
. Cinergi Pictures Los Angeles | Misrepresentations and omission
Callforma Entertainment, Inc. S/13/96 County in connection with stock offering
California | Circon Corporation | 5/28/9¢ | Santa Barbara|  False & misleading statements
County about merger; insider sales
Alameda Misrepresentations concerning
California Cirrus Logic 2/21/96 County anticipated financial results;
inadequate reserves for inventory
California |  Citadel Holding | 10/—/96 | L0 Angeles -
, County
Communications and Los Angeles Financial treatment of dispesition
California Entertainment 3/25/96 Coung of subsidiary;
Corporation ty federal action filed
California Comparator S.ystems 5/13/96 |Orange County Market manipulation
Corporation
.. . |DSP Communications, Santa Clara Misleading statements abou.t orde
California 5/12/97 rates, prospects for earnings
Inc. County . . .
: growth; insider trading
Los Angeles Fraud in sale of "managed
California Dean Witter 9/9/96 & futures" funds; parallel N.Y. stat
County .
court action
Misleading statements about
. . . business, products, earnings
California | D1amond Multimedia | o), g [ SantaClara | 0" 3 financial statements;
Systems, Inc. County . .
insider sales;
federal action filed
California Digital Link Corp. 4/22/96 Santa Clara False financials, -fal.led product _
County development, insider sales
: Santa Francisco Misleading forecasts and new
California Discreet Logic, Inc. 5/29/96 . product reports; insider sales;
County .
federal action filed
Misleading forward looking
California FileNet Corporation | 12/20/96 |Orange County| statements concerning product
demand and sales; insider sales
Improper accounting for mergers
and acquisition costs, improperly
recognized revenue, and failure t
nonlrnr @ WEB BROWSER: SECURK'EXES LASS ACTION CLEA.B.IHGZI][.OI)'QE - STAYTE COMPLRANESR (




San Francisco

California  Fritz Companies, Inc.  7/29/96 C establish adequate allowance for
ounty .
doubtful accounts receivable;
insider sales; - _
~ federal action filed
Misrepresentations in connecfion
California Growth Hotel 2/28/96 Los Angeles with sale of limited partnership
Investors County .
interests
. . Riverside Misrepresentations concerning ta
California | Helmstar Group Inc. | 5/-/96 County status of interest on bonds
Misrepresentations and omission
California IMP, Inc. 9/17/96 Santa Clara concerning pro-duct flelfland and
County forecasted earnings; insider sales;
federal action filed
Misrepresentation about business
sales force, new software product
e . . , Santa Clara earnings growth, and ability to
California | Insignia Solutions plc | 4/9/96 County continue to achieve profitable
growth; permitted public offering
of ADRs, insider sales
. . Manhattan Bagel Los Angeles Restated financial results;
Fiallfomla Company, Inc. 817196 County federal action filed
California Mossimo Inc. 1/24/97 | Orange County
. . Nellcor Puritan Alameda - False and misleading statements
California Bennett Inc. 513196 County about merger; insider sales
Misstatements re company,
. . Network Computing Santa Clara operating results to prospects,
California Devices, Inc. 410196 County insider sales, underwriter sued;
federal action filed
False financials, failed product
. . Santa Clara development, insider sales;
California | Oak Technology, Inc. | 6/7/96 County underwriter sued; .
federal action filed
Misrepresentations and omission
California Oakley, Inc. 12/26/96 | Orange County in connection with secondary -
: offerings; insider sales
False and misleading statements i
connection with acquisition and
. . Paracelsus Healthcare Los Angeles offerings of equity and debt
California Corporation 10711796 County securities; possible restated
financials;
federal action filed
. . . Santa Clara
California | Paradigm Technology | 8/13/96

County

1 .
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Pearce International

San Francisco

California Systems, Inc. 3/—-196 County
Misrepresentations in connection
. . Performance Los Angeles . . . . .
California Development, Inc. 2/2/96 County with sale of .hmlted partnership
Interests
California | Prism Solutions, Inc. | 3/6/97 | S20ta Clara | Misrepresentations and omission
County in connection with IPO
San Dieeo Misleading earnings forecasts an
California | Proxima Corporation | 8/27/96 £ product statements; insider sales;
County .
federal action filed
Misrepresentations and omission
. . Pyramid Breweries, San Diego in connection with IPO; insider
California Ine. 93196 County sales; Pyramid changed its name
from Hart Brewery
Misrepresentations that company
. . . was effectively competing and wa
California Quality Systems 4/4/97 |Orange County enjoying strong demand for its
products; insider trading
Misleading earnings forecasts an
. . . Santa Clara ..
California |Quantum Corporation| 8/28/96 product statements; insider sales;
County .
: federal action filed
. . : Los Angeles Misleading product statements;
California Quarterdeck Corp. 12/3/96 County violations of GAAP; insider sales
California Read-Rl.te 12/11/96 Santa Clara Mlsleadm.g p.roduct statements;
Corporation County insider sales
California Shiva Corporation 1/17/197 Los Angeles
County
. i B - Santa Clara Misleading forec-asts of quarterly
California Silicon Graphics 3/29/96 County earnings;
federal action filed
' Misrepresentations and omission
California Storm 'I'Iflcchnolo 3/14/97 Sa(r;:)auglara re ability to manufacture product
E— Lounty low sales; insider trading
. . . Santa Clara Misrepresentations concerning
California StorMedia, Inc. 21806 County product demand; insider sales
. . Santa Cruz | Misrepresented earnings forecasts
California Symantec 318196 County insider sales; Federal action filed
Failure to take adequate inventor -
) . Alameda reserves; misrepresentations
California SyQuest Technology [ 3/25/96 County concerning prospects for product;
federal action filed
Alameda False and misleading revenue an
California TCSI Corp 11/4/96 Count earnings forecasts; insider sales

through secondary offerings
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Misre[gresentatio;ls re animal
hospitals, Iaboratories and pet foo

California Veterufl:;r(;::ters of 4/3/97 Loé_‘ﬁ:]g% _ oper:.itions an.d'- s-ucces.s'_i_[!
S Lounty Integrating acquisitions; insider
- trading
California | VanStar Corporation | 7/7/97 | ______Sag:)auglara __’@_____*MIS;?“;CIS;IS?::;?S::t(:-(;l(lilil:cﬁon
California Wiz Technology, Inc. | 3/5/97 |Orange County False financial statements
California Yes! Entertainment Unknown Alameda Misrepresentdtions re sales and
— Corp. = County products
Colorado .
Colorado | DII Group, Inc. | 6/9/97 Boulder M_isr_e-pL.semms_rg
County decline in revenues
Tele n ‘
Colorado | Communications, { 2/25/97 | Arapahoe
_I_Il& - .
Connecticut
Misrepresentations and
omissions concerning
Connecticut| Northeast Utilities | 12/5/96 | Hartford operation and business
prospects of nuclear power
plant
[Delaware
Misrepresentations and
Delaware General 1\.Iutrition 8/5/96 Chancery omissim;}s i.n public offerings
=} Companies,Inc, | — — Court insider sales;
federal action filed
Chance Misrepresentations and
Delaware { Lehman Brothers | 3/7/96 —_ﬂCour ¢ omissions in connection wit
I sale of partnership units
Florida
, Misrepresentations or
Florida Atico Records, 4/15/97 | Fort Myers omissions i.n offe.ring
- Inc. documents; misleading oral
presentations
. Hillsborough Sale of securities by
Florida Barnett Banks | 3/16/96 County unregistered branch offices
Georgia 7
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Georsia ADAM Software, ... Fulton Violations of 1993 Act in
Leorgia Inc. County connection with IPO
] . Fulton L
Georgia ValuJet 6/21/96 Countv- federal action filed
Illinois
False and misleading
.. Cerion Cook statements about significant
Illinofs Technologies, Inc. 82126 County customer relationships and
future trends
Maryland
Misrepresentations and
Maryland | Lehman Brothers | 2/6/96 Baltimore | omissions in connection, wit
sale of partnership units
. . - N -
Mid Atlanfic " |Mont omery l\iﬁl;:sil;il?]c]z?ltzzrtsniind
Maryland | Medical Services, |11/12/96] 228 B8
County revenues, costs, margins an
Inc. . . .
loss ratios: insider sales
Maryland | OxferdTax .5 (Montgomery omlhsgil:sp ;f Scil:f:;?:no:m
n Exempt Fund County ;
restructuring plan
Montana
: ) Flatahead False and misleading
Montuny Semitaol LG County forecasts; insider sales
Nevada
Misrepresentations about
Stratosphere Clark prospects and operations of
Nevada Corporation 8/16/96 County casinos; insider sales:
federal action filed
New Jersey -
Mercer Misrepresentations/omission
New Jersey I-Stat 6/19/96 County re business, sales, earnings
~OUnLY and products
John Hancock B.’[ls.repr.esentatlon.s and-
- Essex omissions in connection wit
New Jersey | Realty Income 2/ /96 T . . \
County sale of limited partnership
Fund, LP -
Interests :
L.ehman Brothe.rs/
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New Jersey American Express/

8/30/96

Union

Smith Barney County .
- |[New Mexico T
New Horizon/CMS | Bernalillo . )
M_exico Healtheare 3/21/96 ___—Coun Federal action filed
Artificial inflation of stock
during time period by
misrepresenting the busines
reserves, existing
New Solv-Ex technologies and the overail
Nex.v Solv Ex 10/28/96| Albuaueraue technologies and the overall
Mexico Corporation | value of company; unlaw{ul
distribution of private
placenients witl_1 related
entities and individuals:
federal action filed
New York
Advanced Voice 'Su reme Misrepresentations and
New York' . 12/5/96 supreme omissions in connection wit
— | Technologies Inc. | = Court - o
1IPO
1933 Act violation (sale of
. unregistered securities);
New York Begl:;tl: Flil:lgmg 4/12/96 %ﬁ‘?—rk misrepresentations/omission
P 2N 4& in sales of securities to publi
federal action filed
Com/Tech Su réme Misrepresentations and
New York | Communication | 12/5/96 supreme omissions in connection wit
— . Court
Technologies Inc. 1IPO
Datanax Failure to disclose adverse
calapax Supreme information relating to sale
Sew York Computer Court and earnings in a timely
Systems, Inc. .
fashion
. Fraud in sale of "managed
New York Dean Wl_tter 9/19/96 Supreme futures" funds; parallel
_ Revnolds, Inc. Court 5 - -
- California state court actio
Supreme Misrepresentations and ,
New York | Lehman Brothers | 2/29/96 | Court, New oISSIons In cpnnectlon wit
LASE ATTION CLEAEKINGH
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sale of limited partnership

York County .
York Count \ interests . .
Misrepresentations/omission
New York | - Simware, Inc. 5/21/96 N_g_;%g in connection with/IPOs;
Lounty underwriter sued as well
Ohio
. Compuserve/H&R Franklin T
| Ohio Block 7/--/96 Coun Federal action filed
Texas ‘
A Inc. ]
Cerltl:i.fl otl';'fcers Misrepresentations re
Texas (——. 4/9/97 Tarrant financial results, futnre
and directors rospects: inside 1
) Prospects; insiaer sale
sued e r sale
—
Texas FoxMever Health Federal action filed
= Corp. -
Failure to disclose regulator
Nutrition for Life Harris C(.)n-celjns and nas_t .
. Texas International. Inc. 8/23/96 Counts convictions of company's
: ~QUnly largest distributor;
federal action filed
Misrepresentations and
Physician Nueces omissions concerning billin
Texas Reliance Network,| 9/18/96 m practices and relationship
Inc. 0ounty with Texas Oncology, P.A.;
federal action filed
Dissemination of false and
misleading information
Texas .| Pier1Imports |1/24/96 | L2rrant concerning company. s
County financial condition in
violation of Texas Securitie
Act
False and misleading
Texas ProNet, Inc. 7/3/96 Dallas statemen?s in IPO:
- - County underwriter sued:
federal action filed
Securities Class
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- Motions to Dismiss: Summary
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® 17 Decisions
» 6 granted with prejudice

» 3 granted with leave to amend
» 2 granted in part

» 6 denied as to main defendant
— But auditors dismissed with prejudice in one
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Motions to Dismiss (1)

T

Alliance Semiconductor
Aprogenex (not class)
Bollinger Industries
Chantal Pharmaceutical
Discreet Logic

Eagle Finance

Ernst Home Centers
Firefox Communications

— e e———
e —— e " e —

Granted w/ amend
Granted in part
Denied

Denied

Granted in part
Granted w/ amend
Granted

Granted
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Motions to Dismiss (2)

—

CEH Y004 WJLI11:90 L6-01-20

FTP Software Denied

Hart Brewing Granted

Midcom Communications Granted w/ amend
Norwood v. Converse (not class) Granted

NuMed Home Health Granted

Page v. Derrickson (not class)  Denied

Proxima Denied

Silicon Graphics Granted

Wellcare Management Denied (granted re

auditors)
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TALKING POINT
REGARDING SECURITIES LITIGATION LEGISLATION

Background

At the urging of a number of Silicon Valley companies, Congresswoman Anna
Eshoo has introduced legislation to preempt private securities fraud class actions
brought under state law. Only “nationally marketed” securities would be covered by
this preemption measure.

You likely will be asked whether you have decided whether the Administration will
support the Eshoo bill. An interagency group has been meeting under the auspices
of the NEC and Counsel’s Office to develop a recommendation to you. The group
is reviewing the evidence and studies on national uniform standards; there is weight
on both sides. Among the recent studies is a report from the SEC, which you
requested, that concludes that it is premature to consider further federal legislation
on securities litigation.

The interagency group is considering not only the option of taking a position for or
against the bill, but also intermediate options, short of supporting the bill, that
could stake out a position in favor of some preemption to achieve some measure of
uniformity among the states in litigation standards. But the bill is not moving at
the moment; no hearings have been scheduled in the House yet and no bill has
been introduced in the Senate. Thus, there is no urgency in the sense of legislative
scheduling to your announcing a position now.

Suggested Talking Point:

A The issue of national uniform standards for securities fraud class
actions is an important issue and we are continuing to look at it
carefully as | said we would do in my letter responding to
Congressowman Eshoo. We have benefited from your thoughtful
input in that process. We are not on a specific timetable to complete
the review. We will watch the legislation carefully as the process
unfolds.

Prepared by Wallman 3/21/97, updated 6/17/97
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® Reuben L. Musgrave Jr. 04/17/97 09:12:30 AM
Record Type: Record

To: See the distribution list at the bottom of this message

ce: Tracy F. Sisser/WHO/EQOP
Subject: Re: draft letter on securities litigation @

Here's the edit you requested.

IEEEEEREEEEESESEE SRS B R RS R EEE S S SRR R AR R RS R R RN EEREREERENEESESSSEX]

‘Dear <salutation>,

Thank you for your letter of March 14 ea concerning legislation to
create national uniform standards for seme certain types of
securities litigation. The new regime put in place by the Private
Securities Litigation Reform Act is still wrfelding in its infancy, and
one of the issues that will need to be considered as we gain
experience with the Act is how its provisions affect the roles of
state and federal courts in private securities fraud litigation.

The Securities and Exchange Commission has just released a
report acked-them-to-prepare-fo—mo-and-torGongress that |
requested, assessing the impaet effects of last year’s legislation -
particularly the impact of its "safe harbor” provisions. -Hreludirg-

a atal ) - L lao ala Ve on

vestors—0Otharstudies-also-have-been-doner We will be
reviewing the SEC study and other reports and data to assess the
need for further legislation. We look forward to working with you
on this important issue.

(I EE R R ESEEEEEEEREEESEEEE SR EREES R RS R R ERESE R R SRR EEEEEREEREEREESE RN,

Please fee free to call me {ext 6-5518) if you have questions.

Thanks.

Message Sent To:

James A. Dorskind/WHQ/EQOP

Kathleen M. Wallman/WHG/EOP

Bruce R. Lindsey/WHO/EQP

Etena Kagan/OPD/EOP

Ellen S. Seidman/OPD/EQOP “\L
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® Reuben L. Musgrave Jr. 04/17/97 05:42:54 PM

Record Type: Record

To: Kathleen M. Wallman/WHO/EQP, Ellen S. Seidman/OPD/EOP, Bruce R. Lindsey/WHQ/EOP, Elena
Kagan/QPD/EOP
cc: James A. Dorskind/WHO/EQP, Tracy F. Sisser/WHO/EOP

Subject: Securities Litigation

Ellen was the only one who got back to me on this, and she recommended one change:

instead of "particularly the impact of its "safe harbor" provisions,"” it should say, "including the
Act's impact on litigation, investor protection and information made available to investors.” And
for style reasons, we would add a comma after "investor protection.” Otherwise, we think the
statement is OK with Ellen’s edit. Thanks. ' '
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® Reuben L. Musgrave Jr. 04/18/97 10:21:39 AM

Record Type: Record

To: Elten S. Seidman/OPD/EOP, Kathleen M. Wallman/WHO/EOP, Elena Kagan/OPD/EOQOP

cc: James A. Dorskind/WHQO/EOP, Tracy F. Sisser/WHO/EOP, Bruce R. Lindsey/WHO/EQOP
Subject: Re: Reply to signers of securities litigation letter @

Bruce Lindsey has one change to recommend, as shown below:

The Securities and Exchange Commission has just released a

report that I requested, assessing the effects of last year’s legislation,
including the Act’s impact on litigation, investor protection, and
information made available to investors. We will be

reviewing the SEC study and other reports and data to assess the

need for further legislation action. We look forward to working with you
on this impotrtant issue.

Thanks.
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Why Congress Should Not Preempt
State Laws Against Securities Fraud

1. Talking Points & Supporting Materials

2. Consumer Groups Joint Letter To Congressl

3. Government Finance Officers Association Resolution

Opposing Federal Preemption

4. “SEC Submits Amicus Brief Urging 10(b) Reckiessness
Standard” (Securities Regulation & Law Report, 2/7/97)

5. “The Mob on Wall Street” (Business Week, December 16,

1997)

6. State Opponents to 1995 Private Securities Litigation
Reform Act (H.R. 1058) |



1. Talking Points & Supporting Materials
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Why the Government Should Not Subvert State Investor Protection Laws,

* Tens of millions of hard working Americans investing for their retirement, either directly
or through their pension plans, need all the protection against investment fraud that they can get.
This issue is especially critical given recent proposals to privatize at least a portion of Social
Security. Strong investor protection promotes both investor confidence in the marketplace and
capital formation. State investor protection laws are part of a dual state and federal enforcement
system that has served the country since the Depression. Before Congress passed laws to stop abuses
that caused the 1929 crash, states enacted their own laws to protect against financial schemes. Under
state laws, each year investors nationwide recover millions of dollars stolen through fraud. When
Congress twice made sweeping deregulatory changes to the federal investment protection laws in
the past two years, both times it wisely left intact state laws to recover investment fraud damages.

* Subverting state investor protection laws would needlessly expdse the retirement savings
of millions of Americans to fraud. Because of loopholes in federal law, state law sometimes
provides the only way to hold the guilty responsible for repaying defrauded investors. Under federal
law, (1) investors who do not discover the fraud for three years — a frequent occurrence in
retirement investments — cannot recover their losses; and (2) “aiders and abettors” (i.e., those who
substantially assist a fraud, but are not the primary violators) are not legally required to pay back
their victims, no matter how deeply they are implicated. Under current federal law, the seniors
Charles Keating bilked out of their retirement savings would recover only six cents on the dollar,
rather than the 65 cents they received.

* It 1s too soon after passage of the Private Securities Litigation Reform Act to pass yet
another measure further restricting the rights of defrauded investors. Because it will take several
years to determine if there is adequate federal protection for investors, preemption threatens to leave
investors with no ability to protect themselves against fraud. There have been extremely few
interpreta&irons of the 1995 law restricting private damage suits, none by any appellate court. One
federal district court has issued such a ruling so restrictive that it threatens all private enforcement
and triggered the SEC to file a brief protesting the ruling.

* There is no need for any federal action. Proponents of subverting state investor protection
. laws are complaining about a mere handful of state cases, representing an infinitesimally small
percentage of all state court filings. In these cases, state judges are free to adopt practices that protect
defendants against any overreaching. Clearly, states should be allowed to design their own investor
protection laws. For example, California, which appears to be at the center of the debate, has
recently formed a high-level legislative commission under the leadership of the Senate President
to study whether changes to California law are needed. Arizona has already enacted legislation to
bring its law more into conformance with federal law. Contrary to claims by proponents of
subverting state investor protection laws, there are no securities fraud ballot propositions on the
horizon.

* The wise and prudent decision is to preserve investor protections. As consumer leaders,
state regulators and government finance officers have pointed out, the stakes are extremely high.
Inadvertently exposing the life savings of hundreds of millions of Americans to fraud could have a

catastrophic effect on the U.S. economy, as history conclusively proves.
February 18, 1997
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Former CEO
Of Centennial
| Faces Charges

By Jon G. AUsrBACH
And Lavea JoHANNES
Staff Reporters of Tuz Wars STREET JOURNAL

Federal authorities charged the former-

chlef executive of Centennia( Technologles
Inc. with unlawful insider trading and 3
fraudulent scheme to overstate results.
‘Alter his arrest by Federal Bureay of
Investigation agents at home in Beveriy,
Mass., on Friday, Emanuel Piner was
being held pending a bafl hearing this
morning in U.S. Distriet Court in Boston,
The arrest climaxed an eventful week
for Centenntfal, & maker of computer mem-
ory cards whose stock more than quititu-
pled to be the top performér on ' the

New York Stock Exchange last year, but’
came crashing down as its board and:

authorities closad {n on Mr., Pinez's alleged
scheme. Centennial's -shares, which
peaked at $58.25 last month and last
changed hands at $16.50 on Feb. 10, haven't
traded since the c?pa.ny fired Mr, Pinez
and disclosed possible improprieties,
Robert L. Ullmann, Mr. Pinez’s attor-
ney, said his client “vehernently denles
any ¢riminal wrongdolng. . . . He wants to
solve Centennial’s problems, not run away

from them."
In its complaint filed in Boston, the U.s.
attorney accused Mr. Pinez, age 58, of

. falsely boosting recorded revenues by us-

ing his own funds to book orders and
misrepresenting his academic credentials,
The U.S. attorney also said Inventories
were lalsely inflated. )
Separately, the Securitles and Ex-
change Commission charged that In ad-
vance of his dismissal and the accounting
inquiry, Mr. Pinez purchised and sold gver
4,400 options contracts that would rise in
value If the stock plunged. The SEC said In
a complaint, also filed in federal court in
Boston, that Mr. Pinez was hiding Centen-
nial's true financial status at the time of

his transactions. The SEC wants a freeze -

on Mr. Pinez's assets and financial penal-
ties, which could be triple any Hlicit
profits.

According to the SEC complaint, Mr.
Pinez purchased about 2,000 put-option
contracts and sold about 2,400 call-option
contracts betting that Centennjal’s stock
would close below $20 prior to the explra-
tion on the options on March 21. oo

The SEC sald Mr. Pinez already had a
profit of about $450,000 fn -premiums re-
ceived from call-option buyers. Juan Mar-
cellno, the SEC's regional director in Bos-
ton, said he did not know the profit Mr.

_Pinez had made on the put options. .

The complaint filed by the U.S. Attor-

‘ney says that Mr. Pinez admitted to the
| -company’s board that he had advanced

personal money to-customers ta pay for
goods. In order to raise this money, Mr.

Pinez used his Centennial stock, as wey as
funds he had borrowed on m on his
accounts, the complaint sald, :

If convicted, Mr. Pinez could face a.
maximum of five years in jal| pius a 35,000 -
fine on each count of securitias {raud, The
number of counts he Is with will be
determined when he Is indicted sometime
within. the next 30 days, said a spokes-
woman for the U.S. Attorney. ‘

The Billerfea, Mass., company's aes
counting Inquiry centers on past. results
and its second quarter ended Dec., 31, when
It reported: sales of $31.7 million-and earn-
ings of §3.5 miltion, or 19 cents a share. For,
the year-earlier quarter, it reported sales
of $8.5 million and earnings of £396,000, or
15 cents a share,

HOECHST AG -
Roussel Uclaf, a French unjt of Ger-
many'’s Hoechst AG, said its 1996 net profit
rose 90% to 1.93 billion French francs
($339.5 million) from 1.02 billion franes In
1985, Excluding exceptional items, the i
pharmaceutical group’s net profit rose 11%
{0 L61 billion francs from 1.45 billion
ﬁancslnlsss.Sa.lsinlsssmsea.S%m
17.1 blllion francs from 16.6 billion francs
1n 1995. Broken down by division, health- .
Gre sales rose 6.8% in 199, while |
fine-chemicals sales fell 5.4%, Sales from -
the animal-health division, which ‘was
transferred to Roussel Uelaf in July, to-
taled 521 million francs. In late 1936 and
early 1997, Hoescht, a chemical and drug

.company, bought all shares outstanding in-

the French unit.

»
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(Can a New
Prop. 211

Be Avoided?

Lawyers seek pre-emption
of state securities litigation.

By Kanen Donovan
NATIONAL LAW JOURNAL FTAFF REPORTER

MERE WE ffo again. -

IUs been barely a year since the Pri-
vate Securities Litigation Reform Act of
1995 took effect, and corporate America
fs back at Congress’ doar, asking for
more reliel from plainufls’ lawyers. ...

This time around. businesses—and
especially high-tech companies—want
federnd Bvmakers to amend the litigga -
Uon referm statute, which placed sff
limils an federal class actions. to block
shareholder suits filed in state courts.

Benjamin M. Vandegriit, of the Wash-
ington, U.C.. office of San Francises's
Pillsbury Madison & Sutro L.LP, who
represents an underwriter of high-tech
stocks, has drafted a propesed amend-
ment for US. Rep. Tom Campbell, R-
Calif. Mr. Campbell, whose district con-
tains many of the Silicon Valley compa-
nies that gripe aboul (rivelous share-
helder suits, has made passage of an
amendment a priority for the 106th Con-
gress, which begins in February.

The draft bill would block state law-
suits seeking more than $5 million in
damages for losses in securities traded
on national exchanges.

The recent fight aver Propasition 211,
& California ballot propasal that critics
claimed would have made an end-run on
the lederal law and turned the state into
a haven for class actions, was closely
watched by Congress. But Proposition
211 went down in Dames in November,
and Melvyn [. Weiss, of New York's Mil-
berg Weiss Bershad Hynes & Lerach
LLP, claims pre-emption will shield &
business’s questionable practices: *All
they are doing is getting greedy: they just
don’t want any exposure,”

But defense lawyers aren’t just uying
o avoid another political fight over a
211-type measure. Thay complain that
plaintills’ lawyers are ducking a limit of
the reform act by filing the same com-
plaint in state and federal court, and
then seeking discovery in the state action
that would be denied in the federal case.

The pre-emption issue may prove Lo
be a nonstarier on Capital Hill, “Hniess

V!

ing st i

the law, Conperess isn't going (@ have the
. o - o —

i of New Yark's Sulli-

van & Cromwell, i .

vious fight ag chi nsg!
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Worcester, Massachusetts Telegram § Gazette (January 16, 1997)

Rep. Kennedy Wants To Close Loophole
Proposal Aimed At ‘Frivolous' Securities Suits
By John M. Biers

States News Service

WASHINGTON — Backed by technology companies, Rep. Joseph P, Kenﬁedy. Il'is
developing legislation to strengthen a 1995 law intended to stop “frivolous” securities
lawsuits.

The 1996 securities law, which New England technology companies
vigorously supported, stiffened the requirements for stockholders attempting to sue
companies for fraud for providing inaccurate projections to retain investors.

Kennedy wants to close an apparent loophole in the 1995 law-that he fears
could leave high-tech firms vulnerable to litigation in state courts, even though there
is little indication the problem exists and the proposal faces strong opposition.

RUSH OF LAWSUITS

The Massachusetts Democrat says the 1996 law has caused a rush in state
courts of lawsuits that could not meet the new federal requirements. His staff points
to a National Economic Research Associates report which found that state suits
doubled since enactment of the law.

NERA is a consulting firm that assists companies in securities litigation; most
of its cIienfls are defendants in lawsuits.

Kennedy has also pointed to a 1996 California ballot initiative as impetus for
the bill. Though it was resoundingly defeated, Proposition 211 would have
effectively replaced the federal law.with a lower standard.

In a November letter to fellow congressmen, Kennedy said proponents of the
looser standard were planning campaigns in other states. They would lead to
“nuisance and predatory shareholder lawsuits,” which could cost thousands of jobs.
“The simplest soiution to this threat is federal preemption," he wrote,

Kennedy will introduce the legisiation later this year. He is working with a
bipartisan group of lawmakers, including conservative Rep. C. Christopher Cox, R-
Calif., a Kennedy aide said.

LOOSER STANDARDS

Howard Foley, president of the Massachusetts High Technology Council, said
the bill would ensure that local companies could not be sued by residents of other



states with looser standards. Virtually all major Massachusetts companies were
sued under the old faw, Foley said.

The total cost of the California campaign was more than $45 million, the
costliest referendum in California history. Some Massachusetts companies spent
thousands to help defeat the proposal.

Foley concedes there is little evidence of the problem Kennedy describes.
Kennedy's bill is largely “preventative,” . . . said Foley, whose organization has
heard only a few anecdotes about companies being sued in state courts,

Although Kennedy's scenario has been viewed as a “potential problem,” there_

i securities [itigation. The Securities

and Exchange Commission has na data vet on fhe effect of the new federal law

LONG FIGHT

Further, Kennedy’s bill could face a long fight on Capitol Hill. The 1995 (aw
was opposed by many congressional Democrats, as well as consumers, senior
citizens and trial lawyer groups.

Securities reguiators also are likely to oppose the legislation. Massachusetts -

e aam £ Galvi who, s oo

“It is something that would not be in the best interest of the consumer,” he
said. “Thisli's not good legislation.”
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Citizen Action
Consumer Federation of America
Consumers Union
Public Citizen's Congress Watch

January 31, 1997

Members of the U.S. Senate
Senate Office Building
Washington, D.C. 20510

Dear Senator:

As the 105th Congress tums to its legislative agenda, we write to let you
know of the high priority our organizations pilace on preserving and enhancing
federal and state securities laws designed to protect investors. We are
concemed that discussions at the start of this Congress have focused instead on
initiatives that could seriously erode investor protections.

At the same time, study after study has found that most investors lack
even the most basic knowledge necessary to make sound investment decisions.




- Tt A

Also, any proposal to expand bank powers should provide adequate consumer
protections and close the loophale that exempts banks from investor protection
rules.

We are concemed, however, that legislation potentially damaging to
investors is being given serious consideration, Representatives Tom Campbell
and Joseph Kenpedy already have announced their intention to introduce bills
that would deprive many defrauded investors of their right to challenge securities
fraud in state court. Others have suggested a further scaling back of state
securities regulation and elimination of the requirement that brokers make only
suitable recommendations to institutional investors, such as charities, pension
funds, and state and local governments.

These proposals come on the heels of two bilis enacted in the iast
Congress that encompass the most significant rewriting of our nation's securities
laws in more than 50 years. Between them, H.R. 1058 and H.R. 3005 set a
higher threshold for access to federal court for securities fraud lawsuits and
reduced public oversight of the securities. industry. Only time will tell whether this
experiment benefits investors by reinvigorating the economy, as proponents
pledged, or brings on a new round of securities fraud, as our organizations fear.
Common sense dictates, however, that these laws be given a chance to take -
effect, and their implications for average investors be carefully studied, before
new dereguiatory initiatives are enacted.

These are important issues that affect the financiai well-being of millions
of middle-income Americans. We eéncourage you, therefore, to seek out a
diversity of viewpoints as you consider any legislative initiatives that may be
made With respect to our federal or state securities laws. And we strongly urge
you to oppose any initiative that would erode investor protection and support
initiatives to stréngthen investor protection. Our organizations will be happy to
work with you in this endeavor. You may contact Barbara Roper of Consumer
Federation of America at 719/543-9468.

Sincerely,

Richard Vuemick
Director, Legal Policy
Citizen Action

Barbara Roper
Director, Investor Protection
Consumer Federation of American

Mary Griffin
Insurance Counsel
Consumers Union

Frank Clemente
Director
Public Citizen's Congress Watch



3. Government F inance Officers Association Resolution
Opposing Federal Preemption |



GOVERNMENT FINANCE OFFICERS ASSOCIATION
Policy Statement

Preemption of State Investor Protection Laws

Backaround

The Constitution assigns certain responsibilities to the federal government and
preserves state prerogatives in other areas. In some cases, federal and state
governments share responsibilities, However, the role of the federal government has
not been as regulator of state or local government financial or securities policies. Such
tntervention or preemption of the legitimate role of state authorities would be a drastic
departure from the principles of federalism ang would be an encroachment on state
savereignty.

hurdles for both access to federal courts and the remedies available for aggrieved
investors by imposing stringent pleading requirements, restricting discovery,
eliminating joint and several liability, and permitting a safe harbor for forward looking
statements. [n Many cases, state private rights of action now remain the only method
of obtaining recovery for defrauded investors by permitting liability for aiding and
abetting wrongdoing, joint and severa| liability, and reasonable statutes of limitations
tor the filing of claims. In addition, many causes of action do not depend on an alleged



GFOA Position

GFOA believes that state laws and access to state courts serve as deterrents
to securities and contract law and fiduciary duty violations. GFOA supports the rights
of states to protect public investors, and opposes federal efforts to preempt state laws
regulating investments and securities transactions, as well as those designed to
preempt contractual rights and other common law protections for public investors and
their taxpayers. If addition, GFOA opposes federal efforts to further limit access or
remedies provided by state courts for defrauded public investors seeking recovery.

Approved by Committee on Cash Management and Committee on Governmental
ert and Fiscal Policy :
January 28, 1997

A



4. “SEC Submits Amicus Brief Urging 10(b) |
Recklessness Standard” (Securities Regulation & Law
 Report, 2/7/97) '
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SECURITIES REGULATION & |LAW REPORT

R _9.'_‘
152 {vol. 29)

Antifraud
SEC Submits Amicus Brief
Urging § 10(b} Recklessness Standard

Securities and Exchange Commission General Coun-
sel Richard Walker announced Feb. 4 that his agency
has submitted to the U.S. District Court for the North-
ern District of California an amicus curiae brief urg-
ing that reckless misconduct will support antifraud
liability, even under the 1995 Private Securities Litiga-
tion Reform Act’s heightened ‘pleading standards (in
re Silicon Grdphics Inc. Securities Litigation, DC NCa-
lif, Lead Case No. C 96-0393 FMS, 1/31/97).

“Such a standard is needed to protect investors and
the securities markets from fraudulent conduct and to
protect the integrity of the disclosure process,” the
agency asserted.

No Change In Definition

In a release, Walker explained that last fall, the
court dismissed the securities fraud plaintiffs’ original
complaint with leave to amend. It found, among other
matters, that the complaint did not meet the Reform
Act’s strict pleading standards. .

According to the SEC's brief, the court—in consider
ing the defendants’ first dismissal motion—concluded
that new Section 21D(b)(2) of the 1934 Securities Ex-
change Act “required the plaintiffs to allege spedfic
facts that constituteé circumstantial evidence of ‘con-
scious behavior’ by defendants and that plaintiffs must
create a strong inference of knowing’ misrepresenta-
tion on the part of the defendants. Allegations of reck-
less behavior, the Court held, would not suffice.”

In its brief, the commission pointed out that Sec-
tion 21D(b)(2) mierely requires a plaintiff to “state with
particularitf facts giving rise to a strong inference
that the defcmﬁl;lnts acted with the required state of
mind.” The Refofm Act “made no change in the defini-
tion of scienter under the federal securities laws,” ex-
cept in connection with certain forward-looking state-
ments, the agency emphasized. As such, it asserted,
“recklessness continues to satisfy the scienter require-
ment for a private action” under Section 10(b) and
Rule 10b-5.

In addition, the commission told the court that it
“has consistently supported a recklessness standard”
for ‘34 Act Section 10(b) liability in both SEC and
private actions under the federal securities laws. It
maintained that this standard “discourages deliberate

ignorance and also prevents defendants from escaping -

liability simply because of the difficulty of proving
knowledge or conscious intent on the basis of the
circumstantial evidence frequently used in securities
fraud cases. A retreat from the recklessness standard
would greatly erode the deterrent effect of Section
10(b) actions,” the commission asserted.

Finally, the commission argued, in the past 21 years,
every court of appeals to consider the requisite state
of mind in Section 10(b) actions—including the U.S.
Court of Appeals for the Ninth Circuit—"ha[s] held

2-1-97 Copyright = 1937 by The Burasu
003706859 T

that recklessness is sufficient to establish liability un-
der Section 10(b) and Rule 10b-5." A hearing on the
defendants’ motion to dismiss the amended complaint
has been scheduled for March 21, Walker noted.




5. “The Mob on Wall Street” (Business Week, December
| 16, 1997)
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A three-month investigation
reveals that organized crime has!
made shocking inroads into the :
small- -cap stock market

BY

2 BUSINLSS Wil k / DECCMOEN 16 EY94 ILLUSTRATIQONS BY RICHARD MERKIN




‘W n the world of multimedia components, Phoenix- . has been identified in court documents as a ranking

based sc&T International Inc. has carved out a :

small but significant niche. sc&T’s products have

won raves in the trade press, but working cap-
ital has not always been easy to come by. So in De-
cember, 1995, the company brought in Sovereign
Equity Management Corp., 2 Boca Raton (Fla.)
brokerage, to manage an initial
public offering. “We thought they
were 2 solid second- or third-tier
investment bank,” says sceT Chief
Executive James L. Copeland. H

But there was much about. Sovereign that was
known to only a very few. There were, for example, !
the early investors, introduced by Sovereign, who
had provided inventory financing for sceT. Most
shared the same post office box in the Bahamas, “T
had absolutely no idea of who those people were,” :
says Copeland. He
asked Sovereign. “I
was told, ‘Who gives
a s—. It's clean -mon-
ey.'” The early in-
vestors cashed out, at
the offering price of $5,
some 1575 million
shares that they ac-

"quired at about $1.33
a share—a gain of
some $5.8 million.

By mid-June, sc&T
was trading at $8 or
better. But for scer
shareholders who/did
not sell by then, the
stock was an unmiti-
gated disaster. Sover-
eign, which had han-
dled over 60% of sc&T’s
trades early in the
year, sharply reduced
its support of the stock.
Without the bacldng of Sovereign and its 75-0dd
brokers, sc&T’s shares plummeted—to $2 in July, §1
in September, and lately, pennies. The company’s
capital-raising ability is in tatters. Laments
Copeland: “We're in the crapper.”

A routine case of a hot stock that went frigid. Or
was it? Copeland didn't know it, but there was a
man who kept a very close eye on SC&T and is al-
Fued by Wall Street sources to have profited hand-
ely in the 1Po—allegedly by being one of the
lucky few who sold shares through a Bahamian
shell company. His name is Philip Abramo, and he

- could have dreamed it.

| organized crime, the

Three men appeared at the office of
stocks. One of the men carried a gun. The trader was
roughed up. His company stopped trading the stock

member, or capo, in the New Jersey-based DeCav
alcante organized crime family. a

James Copeland didn’t know it. Nobody at sc&
But the almost unimaginable
had come true: Copeland had put his company in
the hands of the Mob.

Today, the stock market is con-
fronting a vexing problem that,
so far, the industry and regula-
tors have seemed reluctant to
face—or even acknowledge. Call it what you will:
Mafia, wireguys. They are the
stuff of tabloids and gangster movies. To most in-
vestors, they would seem to have as much to do
with Wall Street as the other side of the moon.

But in the canyons of lower Manhattan, one can
find members of organized crime, their friends

a dealer in small-cap

and associates. How large a presence? No one—
least of all regulators and law enforcement—
seems to know. The Street’s ranking reputed un-
derworld chieftain, Abramo, is described by
sources familiar with his activities as controlling
at least four brokerages through front men and
exerting influence upon still more firms. Until
recently, Abramo had an office in the heart of the
financial district, arcund the corner from the re-
gional office of an organuzation that might just as
well be on Venus as far as the Mob is con-
cerned—the National Association of Securities
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small-stock business,
A three-month investigation by BUSINESS WEEK reveals

cap market have

veritable Mob franchise, under the very noses of regulators

company whose stock ;
trades on the NASDAQ
market and over the
counter. For the Mob
makes money in vari-
ous ways, ranging from
exploiting 1pos to ex-
tortion to getting a
“piece of the action”
from traders and bro-
kerage firms. But ijts
chief means of liveli-
hood is ripping off in-
vestors by the time-
tested method of
driving share prices up-
ward~and dumping
them on the public
through  aggressive
cold-calling.

In its inquiry, sust-
NESS WEEK reviewed a
mountain. of documen-
tation and interviewed
traders, brokerage ex-
ecutives, investars, reg-
ulators, law-enforce-
ment offigials, and
prosecutors. It also in-
terviewed p t,and
former associa of
the Wall Street Mob
contingent. Virtually all
spoke on condition of
anonymity, with sever-
al Street sources fear. £
ing severe physical == o e
harm—even death—if
their identities became
known. One, a former
broker at 2 Mob-run
brokerage, says he dis-
cussed entering the
federal Witness Protection Program after hearing that his life
might be in danger: A short-seller in the Southwest, alarmed
by threats, carries a gun.

Among BUSINESS WEEK's findings:
® The Mob has established a network of stock promoters, se-
curities dealers, and the ail-important “boiler rooms"—a cru-
cial part of Mob manipulation schemes—that sell stocks na-
tionwide through hard-seli cold-calling. The brokerages are
located mainly in the New York area and in Florida, with the
heart, of their operations in the vicinity of lower Broad Street
in downtown Manhattan,

Dealers, the self-regulatory organization that oversees the
that substantial ele- °
ments of the small-
been turned into a -

and law enforcement And that is a daunting prospect for
every investor who buys small<ap stocks and every small

Traders who run afoul of the Mob often get
menacing calls. One short-seller in the South-
west, alarmed by threats, packs his own piece

® Four organized crime families as well as elements of the
Russian Mgb directly own or control, through front men,
Perhapstwodoze.nbmkerageﬁnmﬂm.nmkemrkatsmhtm-
dreds of stocks. Other securities dealers and traders are be-
lieved to pay extortion money or “tribute” to the Mob as just
another cost of doing business on the Street.
¥ Traders and brokers have been subjected in recent months
to inereasing levels of violent “persuasion” and punishment—
mreatsandbeat:ings.Amongmeﬁmsthathavebemsubject
to Mob intimidation, sources 53y, is the premier market mak-
er in NASDAQ stoclcs—
Herzog, Heine, Ge-
duld Ine
® Using offshore ac-
counts in the Bahamas
and elsewhere, the Mob
has engineered lucra-
tive schemes involving
low-priced stock under
Regulation S of the s&*
anities laws, Organized
crime members profit
. from the nmnup in such
stocks and also from
short-selling the stocks
on the way down. They
also take advantage of
the very wide spreads
between the bid and
ask prices of the stoek
issues controlled by
their confederates.
& The Mob’s activities
seem confined almost
exclusively to stocks
traded .in the over-the-
counter “bulletin board™
and NASDAQ small-cap
markets. By contrast,
New York Stock Ex-
change and Americin
Stock Exchange issues
and firms apparently
have been free of Mob
exploitation.
N Wall Street has be-
come so lucrative for
the Mob that it is al-
legedly a major source
of income for highlevel
members of organized
crime—few of whom
have ever been publidy
identified as having ties to the Street. Abramo, who may well
be the most active reputed mobster an the Street, has re-
mained completely out of the public eye—even staying active
on the Street after his recent conviction for tax evasion
® Mob-related activities on the Street are the subject of in-
quiries by the Fa1 and the office of Manhattan District At-
torney Robert M. Morgenthau, which is described by one
source as having received numerous complaints concerning
mobsters on the Street. (Officials at both agencies and the
New York Police Dept. did not respond Lo repeated requests
for comment,)
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- ® Overall, the response of regulators and law enforcement to
Mob penetration of Wall t has been mixed at best, Mar.
ket sources say complaints of Mob coercion have often been |

fims, |
Asked to discuss such allegations, another high NAsD official THE BOX

HOW THE MOB MAKES MONEY

ON WALL STREET

“TRADING-SCAMS.
Mob-affiliated traders control the

Jectined, saying: ‘Td rather you not tell me about it.” . market for a stock and its price by trading it

s The Hanover, Sterling & Co, penny-stock firm, which left
12,000 investors in the lureh when it went out of business in |

among themselves—enforcing their control

early 1995, is alleged by people close to the firm to haye been | through bribery, violence, and intimidation. They
under the contzeﬁogleif members of 'the Genovese organized ! then unload the stock on the pubiic at.an
crime family. Sources say other Mob factions engaged in ag- | inflated price and, sometimes, sell it short to

gressive short-selling of stoeks brought public by Hanover, profit whe
& Federal investigators are said to be probing extortion at- |

n the shares go bust.

tempts by Mob-linked short-sellers who had been associated | REGULATION S Through offshore accounts, Mob

with the now-defunct Stratton Qakmont pennystock firm. |  members

illegally buy cheap stock issued under

Mob manipulation has affected the markets in a wide ©  Regulation S of the securities laws—supposedly

range of stods. Among these identified by BUSINESS WEEE are reserved g

nly for foreign investors. The cheap

Afinity Entertainment, Celebrity Entertainment, Beachprt | ook is sold on the open market at vast, riskless

Crys : :
tures, Global Spill Management, Hollywood Productions, In- { markups,
novative Medical Services, Intemational Nursing Services, No- FLIPPING

i unload, at
edge of Mob involvement in the trading of their stocks,and | Subject of

Mobsters, through front men, quickly
inflated prices, stocks'that are the
hot {PQs issued by firms they control.

-BROKERAGE:SCAMS:

threats to curtail short<elling in the stocks. When support by | HIDDEN OWNERSHIP Through front men who

allegedly Mob-linked brokerages ended, the stocks often suf. © have no criminal records, the Mob controls, or
Tered predpitous declines—sometimes abetted, traders say, by i has hidden ownership stakes in, at least two

Mob-linked short-sellers. The stocks have generally fared
poorly (table, page 99), L

dozen NASDAQ brokerage firms..

Nat all of the stocks were recent 1os, and they were often ' TRIBUTE Mab members get kickbacks from

taken public by perfectly legitimate underwriters, Interna-
tional Nt_:rsing, for example, went public at $23 in 1994 and

brokerages for protecting them from shakedown

was trading at 58 in early 1996 before falling back o penries, attempts by other mobsters,
Shart-sellers whp attempted ta sell the shares earfier this year . EXTORTION Mobsters, working with short-selling

were warned off—in one instance by 2 Mob member-—market

ert. In ional Nursing Chai John Y: confe;derates, dema_nd' payments in return for not
a‘ﬁféfwxedge of'ri'la.:gpulaﬁon ofgthe o, i shorting the stocks issued by penny-stock and

What this all adds up to is a shocking tale of criminal in- i microcap brokerages.

filtration abetted by widespread fear and silence—and official
inaction, While firms and brokerage executives who strive to

DATA: BUSINESS WELX

keep far afield of the Mob often eomplain of NAsD inaction,

rarely do such people feel strongly enough to share their | Jacks,” said an eyewitness 00 afler. A qun was in the belt of
views-with regulators or law enforcement. Instead, they en- | one of the men -

gage in self-defensa. One major brokerage, which often exe- : The

ial police report of the incident {Complaint

confidential
cutes trades for small-cap market makers, keeps mammeoth in- i No. 10530, First Precinct) reads as Jollows:
telligence files—to steer elear of Mob-run brokers. A major i “At that point they asked the victim what he was trading
accounting ﬁrm keeps an organized-crime expert on the Pay- : in Then they slapped him fn the head and stated again,

roll. His duties include preventing his firm from doing busi- | ‘What the —

mymzbudingh'ﬂwnheslappedﬂwm}:ﬁm

ness with brokerages linked to organized crime and the | in the head again.”

Russian Mob. | A witness recalls one of the men saying: “Don't fe with
[nmepagesumfoﬂowarememﬂtsofausmwszrs msm"MsMcGysm&mdmsﬁmgImAﬂaMcm
investigation. i lefl, Sharpe stopped trading in Crystal Broadcasting.

To the New York Police Dept., the incident at S

THE BOX was about as

At about 3 o'clock in the afiernoon of Sept. 25, 1996, three | lice source says that the assault, categorized as a low-grade

men appeared on the 28th floor of 120 Broadway, Manhattan. . misdemeanor
They walked into the offices of Skarpe Capital Inc., g dealer | vestigated he

in over-thecounter stocks. They were burly. “Like tumber- ° was displayed—aven though one was observed—and the per-

<ploited. Shares are driven up—then dumped on the public

]
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faces one year in prisor. He is
scheduled to report on Jan 7.

IN THE SHADOWS OF THE SMALL-GAP MARKET

PHIL ABRAMO : ALPHONSE “ALLIE SHADES"
Abramo is described | MALANGONE To law enforcement,
by sources as con- Malangone is an alleged loan shark, :

exiting at the ask
price.

: the now-defunct
DOMINICK “BLACK DOM" DINASSIO : penny-stock firm
He controls broker Euro-Atlantic, : of Hanover
say Street sources. A short-seller ;| Sterling through
told police Dinassio threatened him | their links to
for trading a Euro-Atlantic stock. Roy Ageloff.

THOMAS QUINN The multinational : ALAN LONGO Malangone's right-
stock honcho allegedly has tiesto  : hand man is described by sources
Phil Abramo. Quinn was sued by | asa heavy gambler who, along with
the SEC for securities fraud in 1989 Malangone, main- o
and owes massive civil penalties. ! tained control of

N

PREEFEE1 JOHN “SONNY™
NG E Frizcse

trolling at least four ;| gambler, and longtime power behind : Franzese joined

brokerage firms and ;- Mob control of New Yorlcs Fulton the Mob's rush to

fs identified it~ e Fish Market, To Wall | 3 the stock market

court documeénts as | Streeters, heisa o after his 1994 pa-

| & capo in the De- q sophisticated trader : B role from a 50-—_

fpriziill Cavalcante orga- .. M who is an expert at year term for

CYASXYWEN nized crime family, I working the bark robbery. -
He recently pleaded guilty to one spreads—getting in bl The 77-year-old
count of tax evasion, for which he at the bid price and : kingpin was recently found to have

! violated the terms of his parole and
i was ordered back to prison

) ROY AGELOFF Sources say he's the

{ power behind PCM Securities. He
 allegedly “persuaded” a trader to
drop a stock by inviting him to his
i office, where the trader was beaten.

: JOHN GOTTI JR. The reputed New
! York Mob boss would have, profited
i nicely from an IPO of an Italian jce
i maker. The canceled offering’s

: shares traded high the first day.

petrators were unknown. (However, one witness ruefully
notes, police did nothing to ascertain their identity—such as
examine a Security-~camera surveillanece tape.) Sharpe's CEo,
Lawrence Hoes, declined to discuss the matter. :

But BUSINESS*#EER learned that the assault at Sharpe

tematic pattern of intimidation. By eliminating competing

process of rigging the

known as “boxing” a

lexdcon of the Mob's dominion on Wall Street {page 99).
The box is the heart of most stock-manipulation schemes,

werehmﬂiar“dmmemdinginCtystajt)mday,Sha:pewas

keeping the spreads as narrow as possible. During the day,
Crystal traded 25 low as 4, well below the 5% clasing price of

tively reasonable 4% bid and 4% ask. Sharpe was blamed for
that benign—to most people—market action.

In the weeks following the Sharpe incident, Crystal shares
were trading at the kind of spreads that ean onty happen
when the market is tightly controlled. if you buy it from a
dealer, you pay the ask price, $3.50. But when you sell it, you

market in 2 stock is |

“cracking the spread.” According to market sources who.

pased to do—get the best possible price for its customers and ;
- down by agpressive short sellers, and the Mob is alieged by
Street sources to have profited from that as well. One target

the day before, and the spreads narrowed as well, to a rela- ~ of investigators, so

{. get the bid—562¢. (Crystal’s president, Joseph Newman,
saidhehadmlmowiedgeofcoe:donofnmrketmakarsinhﬁs
i stock)

Sometimes the maneuvering involved in creating and ex-

ploiting the boxc:.nbeassubﬂeasabisoninadﬁnashop.
wasnotanisolatedinddent.Raﬂxer,itwaspartofasys—? :

One West Coast investor, who requested anonymity, says

i and get me out of

i that brokers at a small N ew York firm, Monitor Investment
Jmarket makers and allowing only cooperating brokers to bid | i i

on stocks, the result is 2 kind of rigged auction—with the :
prices where desired, and the spreads between bid and ask
Prices kept as wide as possible. In Street parlance, this :

it in 2 weel "

So sometime around last New Year's Day, he bought war-

{ rants and a big block of the stock—100,000 shares of Inter-
stock. It is part of the |

national Nursing and 85,000 of Beachport. When he tried to

sethesays,thbmkusﬁaﬂyreﬁJsed.'Ihes!ura,Wlﬁchhad
i started heading southward almest from the moment he
h\thecaseofCrystaLﬂleu-aderatSIW'pewasmpectedof

bought them, plummeted. They’re now worth one-fith of
what he paid. Monitor Chairman William F. Palla denies the

! Arm was involved in stock manipulation but concedes a broker
blamed, in effect, for doing what a market maker is sup-

may have promised a runup but not really meant it.
Sometimes, of course, thinly traded stocks can be run

associated with the

urces say, is a coterie of brokers formerly
defunct penny-stock brokerage of Stratton

Oak{n_ont. Sources familiar with the investigation say that au-
thorities are exploring charges that some of these brokers, af-
ter Stratton’s demise, may have extorted money from their

former colleagues

in the business—allegediy threatening to

short-sell stocks underwaitten by those fums. According to
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- sources, the Stratton brokers allegedly shared their profits - Anthony Elgindy of Key West Securities Inc,, says he ignored
with 2 member of 2 New York crime family. : wmﬁngsﬂut&admmdidmtmmplywuuldmnbe“fm_

Among the trading being investigated, sources say, are : ing the ceiling”—and has received numerous threatening
stocks underwritten by a penny-stock firm cafled State Street ° phone calls gince then But at two other markat makers, the
Capital Markets. Stocks brought public by the New York- intimidation worked. They ceased making a market in First
based firm—Fun Tyme Concepts, U. S. Bridge of N.Y, and  Calonial.

Cable & Co. Worldwide—were pummeled in the market last ! The market makers dropping the stock were William V.
August, and trading in the stocks is allegedly being probed. *© Frankel & Co. in Jersey City, N.J,, and the’ biggest name in
At the time, State Street maintained NASDAQ stocks: Herzog, Heine,

Geduld. Sources say traders at both

concered snorvseing. Sats Sws MOBSPEAK: A GLOSSARY  firms quis tmmsy raders at both

officials did not return phone calls, . . receiving menacing visits at their
and Stralton officials could not'be  CHOP STOCK A thinly traded stock with a . offices. “We decided we shouldn't
reached for comment. very wide hid-ask spread get in}\{rolved inha stock like that”

. . d , Irwin
“YOUVE MADE A FRIEND". . VIG The ultrawide bic-ask spread commony Cotald wogs anyone ot pisan
First Colonial Ventures Ltd is a mi-  found in Mob-dominated stocks threatened? “We weren't” said

s, on the O bulletin bogegs HOUSE STOCKS. Stocks sold aggressively to Prankel trames ohe Ao oA
small that it is not required to file the public by the firms that coatrol thermn his name, says: “We have no com.
more than token disclosures with the “ . ment whatsoever about First Colo-
Securities & Exchange Comrmission BOXING {AS IN BOXING A STOCK™) Controlling nial Ventures”) Even 2 hrok

But for markel. makers in smalleap the market for a stock by trades among that was not a market maker, D. L.,

stocks, First Colonial l6oms huge. It Cooperating brokerages Cromwell Investments Inc in Boca |-
is an object lesson: When the Mob ; Raton, received a visit from a thug,
speaks, market makers cbey. PARKING Buying a stock for a customer bY 2 source says. The visitor left aftar

The incidents took place early in “mistake,"” as part of a scheme to hike the demanding, and being shown, proof
October, one week after the assault price and control the market in a stock that the firm was not a short-seller

at Sharpe. First came a beating. A in the stock Cromwell officials de-
trader at Naib Trading Corp. in Fort clined comment.
Lauderdale was summoned to the office of a man by the Sources say that traders who caved in to coercion later

name of Roy Ageloff The trader has toid assocates that | received expensive bottles of liquor with a note that read:
Ageloff had beaten him once before with a nail-pierced base- | “You've made a friend.” But the market makers who
ball bat, This time, he said, Ageloff left the room. Then a 400 i dropped First Colonial were making no new pals among in-
pound hoedlum knocked him down and kicked him while he : vestors. Since the incident, the ask price paid by the public
was on the floor. The message: Stay away from First Colonial. | for buying First Colonial stock has dimbed—from a low of
The trader at Naib was not the only-one to suffer “per- ! $1.13 on Oct 2 to as high as $4.13 in recent trading. But the
suasion” over First Colonial. Sources say that four other | bid price that the public gets when selling the stock back to
firms were approached with warnings to cease trading in ;| the Styeet has been far less buoyant. The bid promptly
the stock. Tp be sure, it was not a total success, There was | rose from a low of 87¢ on Octztoslﬁoandhasstayedat
one rebuff A market maker in the Little town of Hurst, Tex, | about that level, even as the ask Pprice has skyrocketed to al-
= Py BE . o T ST ,i?;, v e :._..‘-.'v- g -;.-;l.y_v:. 1 2 . —ry
S MOBERXPLO)TED :'-:S*TQGK;‘S? : MOSTEHA
::. Sy 5 _?l, A _ 2, B ‘W“ . ‘.‘D‘ﬁiﬁ .
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ter sent to market makers obtained by BUSINESS WEEK, the
NASD launched an inquiry into the dropping of First Colo-

on the investigation.)

the trades. By October,
however, this rose to
75%. pCM completely
dominated the market
in First Colonial
Although he is not
listed in NASD records
as a control person or
even as an employee
of PCM-—or of any oth-
er brokerage—Street
sources say that the
power behind pcuM
is the 37-year-old
Ageloff, He did not
respond to numerous
messages left at PCM's
office in Boca Raton.
An employee there
said Ageloff nowadays
spends most of his
time there, punctuat-
ed by frequent visits
to New Yerk. Asked
about Ageloff, Steven
Edelson, pcuM's princi-
pal, denied that Agel-
off has any role in the
firm and says he has
met him only once.
Edelson had no com-
ment on its trading in
First Colonial, and
First Colonial Presi-
dent Murray Golden-
berg said he was

A TALE OF TWO MARKETS

ficially associated with any brokerage firm over the past.
two years, he is a widely known figure in small-cap stock dr-
cles. Why would mar-

'C s St ey - ket makers drop a
OVGI' Ory -3t stock just because
Ageloff tells them—

even when he is not accompanied by “persuasion™? Street

sources say the fear he inspires is justified: The force that

drives Ageloff, they maintain, is a 59-year-old man who, on

oflicial record at least, has never sot foot on Wall Strect. He

is Alphonse Malangone, otherwise knawn as "Allie Shades.”
and his few appearances in the public reeord pertain al-

most three times that figure. (On Oct. 4, according to a let- -

nial stock by market makers. The NASD declined comment,

Who was behind the wave of. intimidation over First :
Colonial? NASDAQ trading figures point toward a New York- :
based firm called PCM Securities Ltd. PCM was the largest -
market maker in First Colonial in Séptember, with 48% of .

“shocked” to hear reports of intimidation of market makers.
© a sophisticated market player who is an expert at
" the sprea
Even though ¥ASD records show Ageloff has not been of. -

Whistle-blowers at Mob-dominated firms are rare,
former broker at Monitor Investment alleges in a federal law-
suit that he was beaten with a chair at the brokerage

Abramo is “educated, sounds sincere. He's gotten all
these wiseguys to work together,” says one source

most exclusively to another market—the Fulton Fish Market.
“Allie Shades” Malangone is the Zelig of the Mob’s Wal]

. Street coterie. For years, he has been cbserved by investi-

gaters in lower Manhattan, ensconced in the twin worlds of
the Fulton Fish Market and the stock market. To law en-
forcement he is an alleged loan shark and gambler, a long-
time power behind Mob control of the Fulton market, and he
is described in court proceedings by federal and state law en
forcement officdials as a capo in the Genovese crime famnily.

.
=yl

but a

But to the very few Wall Streeters who know him, he is
“working
"—getting in at the bid price and exting at the
ask price, with the help of cooperative traders. “He's very
smart, very articulate,” says one investigator. “When you
hear him on the wire, he would couch what he would say in
gambling phrases” to mislead investigators.

Investigators are not fooled, but despite close surveil-
lance and wiretaps dating back to the 1980s and perhaps be-
fore, they have been unable to make a case against Malan-
gone and other reputed Fulton market mobsters for their
suspected activities on Wall Street. One longtime Malan-
gone-watcher recalls that the Fulton market was believed by
law-enforcement authoritios in the early ‘80s to be a clear-
inghouse [or siolen bonds. But nothing was ever proven.

Investigators thought they were on to something, finally,

.
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in 1985. They had in their sights two big fish, 50 to speak— -
Malangone and Vincent Romano, also identified in court pa- :
pers as an alleged Genovese family member who was sus-
pected of involvement in the Fuiton market. Malangone
and Romano were probed by federal and local autherities for |
their alleged manipula- :
ton of 2 pharmaceuti- :
* In court records and corporate filings, Philip Abramo gives

Cover-Story .

cal company stack, Nu-

the two men had 2 position in Nu-Med shares.

the two men were unsuccessfil.

Sources on Wall Street say. that Malangone was a behind-
the-scenes player in the biggest penny-stock fiaseo of recent :

years: Hanover Sterling. According

Hunover heonga s spnnnd AN alleged

man, Alan Longo, who has been

ientited by federal anthorities in - ]9y shark and

court filings as a member of the

st by sequeniance e ey gambler is said to

gambler, is said by sources to have

worked directly with Ageloff s NQVE heen g

Hanover and other market ventires,

g bt contarie s ey o DEhind-the-scenes

market sources to have been the

hidden eontrs person =: Hanover. - P1AYET N ONE Of the

It went out of business in early

1995 and resulted in the demise of biggest penny-StOCk
fiascos in recent
Lawenthal, says vt bis arm,  YOATS: Hanover

the firm’ that it cleared through,
Adler, Coleman & Co. An attorney
for the trustee in the Adler Cole-
man bankruptcy, Mitchell A.

Cleary, Gottlieb, Steen & Hamilton, . .

has discovered evidence that 65% of Sterlmg

Hanover’s profits were shared by

Ageloff and andther Hanover offi- )

cial. Efforts to reach Hanover execs Py

were unsuccessful, .
Street sourves say that the Mob

was involved in both sides of the

Hanover-Adler imbroglio. The Malangone-Longo-Ageloff
faction, they say, profited from the runup in Hanover stocks, :
while other mobsters allegedly sold short the Hanover
stocks and pushed their prices downward—to the chagrin of :
i holder of four publiely held investment companies. He is mar-

close to Hanover say, was eventually resolved without blood- i ried, with a growm daughter. He has been 2 “restaurant
shed, but only after some tense meetings between Mob
factions. Lowenthal says that his firm'’s investigation has :
shown that “Ageloff and some of the shorts were all con- |
nected (to the Mob] in one way or the other,” but nothing
. tions. At Greenway Capital, President John Margiotta is
According to people close to the Hanaver Sterling machi-
nations, the Mob was represented on the short side through
Falcon Trading Group and Sovereign Equity Management
Corp. And those brokerages, sources say, are controlled by

the Malangone faction. This internecine dispute, sources

was proven.

the alleged sC4T profiteer—a silver-haired, 51-year-ld resi-
dent of northern New Jersey named Philip C. Abramg.
Abramo's name has never surfaced in any of the thou-
sands of pages of deposition testimony taken by the adver-
saries in the Hanover-Adler Coleman legal warfare. Nor
have his recent legal troubles—a federal fraud indictment—

Med Inc, a company -
that latar declared bankruptey. Investigators believed that :
u The investi- :
gation was never made public, for authorities couldn't build
2 case against Malangone and Romano. Efforts to reach
: thebuildjngswasonceusedmanyyeamagotuprooess

resulted in exposure of his Street Ges or alleged Mob mem-
bership. Abramo’s stunning success at avoiding publicity
has helped make him the most active reputed Mob honcho an
Wall Street. “He is educated. He sounds sincere,” says one
source, “He's gotten all these wiseguys to wark together”

THE “CONSULTANT™

his business address as 176 Saddle River Road, South Hack-
ensack, N.J. The address applies to not one but several
buildings, forming a lind of cul de sac on a dreary street in
an industrial town in northern New Jersey. It is a quiet area.
A cemetery is next door. Faded lettering skows that one of

meat. Tbday they house an aute-bedy shop, a construction
company, and other little offices with ambiguous names,
Listed in no official records is
another address for Phil Abramo—
MOb one that is far more apropos for a
man who is a hidden power in the
brokerage industry. Until z couple
of months ago, sources say,
Abramo maintained an office op
the 14th flcor of %0 Broad St. in
lower Manhattan, directly adjoining
the New York office of Sovereign
Equity Management. A door linked
the two offices, and it was always
open. “T knew him as a stock pro-
moter who always had stock deals,
We hired brokers who were friends
of his,” says one Sovereign em-
ployee who requested anonymity.
Sovereign CE0 Glen T Vittor de-
nies that Abramo had any role in
the firm.

But sources describe his role as
central-—as the hidden control per-
son behind Sovereign, a prominent
name in the micro-cap stock bug-
ness, its sister firm Faleon Trading,
and two other finms that are major
penny-stock brokers and market
makers, Tolueca Pacific Securities
Carp. and Greenway Capital Corp.
He is also described by Street
sources as controlling other dealers in small-cap stocles
through brokers and traders owing allegiance to him.

On paper, Abramo is respectability personified. Over the
past decade he has been listed as president or top share-

consultant,” auto dealer, and construction company operator.
He has had four years of college and may even have training
as an accountant,

But inquiries about Abramo bring far from routine reze-

asked if he knows Abramo. Margiotta replies: “Who?" and
hangs up the phone. A person answering the phone at
Greenway, moments later, says that Margiotta is “very
busy” and “not in the office.” Toluca Pacific President Paul
Fiorini, when asked ahout reports of Abramo's control of his
fum, calls them a “total farce.” He says he owns 100% of the
fum and goes on to say: “Whe is this person? [ don't want
My name associated with this. [ don't know this person. [
don't know Phil Abramo.”

The reason for the reticence is understandable. According
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lists his occupation as “consultant” But elsewhere in the
court. file, the FBI gives a different version of his livelihood. :
In 1994, in an affidavit
filed with the court in :
a bail hearing, the Fat

identified him as a fre-
quent visitor to reputed New York Mob boss John Gotti pri- |
or to his imprisenment in 1992, and alleged that Abramo held
the rank of capo in the New Jersey organized crime family
ance headed by Sam “the Pluthber” DeCavalcante. But :

mmtmsayt‘mtsinoeﬂxen,Abrmnohasdseninmeram;sm ;
No.2 in that crime family—underboss.

Abrame is easily the high--
est-ranking reputed mobster to
be engaged full-time in Wall
Street activities. His lawyer,
Harvey Weissbard, declined
comment on Abramo's alleged
ties to organized crime. Asked
about Abramo’s possible role
on Wall Street, Weissbard said
he had “no information of
which I ean respond one way
or the other, and I doubt if I
did lmow one way or the other
that I would respond.”

Little is lnown about
Abramo's early life, such as
which college he attended. Ex-
cept for a conviction for pos-
session of stolen property in
1871 and another in 1973 for
conspiracy to distribute hero-
in—which yielded him a sev-
en-year prison sentence—he
has stayed out of the limelight.
Even when he was indicted in
1994 in New Jersey for zl- 3
legedly swindligg 300 people J : oE S
nationwide out of $1 million— & =t
they were sold phony “lines of
credit”—he received no publie-
ity and continued to work on
the Street.

Indeed, by the time he was
indicted in the credit-line
scheme, Abramo already had a lengthy, ostensibly legiti-
mate track record. In the late 1980s Abramo founded pub-

bridge Investment Service Corp. and American Acquisition
Corp. (seC filings by these companies show they did little hut
file papers with the sec.) According to papers filed by
Abramo with the SEC for the investment companies, Abramo
was a “restaurant consultant to Northern Roses Inc (Miami,
Fla)” during 1982, and “was also a restaurant consultant to
Bagel Nosh Inc. (1983 and 1984—New York, N.Y)."
Abramo’s Bagel Nosh connection is significant, because the
company was brought public by Thomas J. Quinn.

Quinn was one of the most prominent figures in the pen-
ny-stock world, but his association with Abramo has never
been made public, aithough regulators have long suspected it
When Quinn was jailed in France in 1988 [or sccurities
fraud, investirators say, Abramo's name was prominently
displayed in a notebook that was seized from him. Calls in
1995 from Quinn's telephone to Abrama’s unlisted home

100G BUNINESS af s ¢ [ELANEET LTI SN FP N UV . :

to federai court records in recent tax-evasion proceedings | phone number also appeared in phone records that were re-
against Abramoe in Newark, the Saddle River (N.J.) resident " cently subpoenaed by investigators seeking Quinn’s assets.

~ {He was successfully sued by the SEC for securities fraud in

1989 and owes millions of dollars in civil penalties.) Indeed,
Abramo was subpoenaed to testify before the SEC in 1989
during 2 probe of Quinn, but he invoked his Fifth Amend-

* ment privilege 2gainst self-incrimination. Efforts to reach

Quinn for comment were unsuccessful.

The Quinn-Abramo connection could become significant in
the months ahead because of an ongoing federal grand jury
probe in California intg possible irregularities in the trading
in Solv-Ex Corp,, an Albuquerque-based company that, claims

! to have a process for retrieving oil from tar sands. (Solv-Ex
¢ offidals denjed knowledge of any trading rregularities and

Three men invited the.head of a penny-stock brokerége
for a walk. One of the men stuck a gun in his ribs.
“From now on," he was

told, “you're retailing our stocks®

. claimed that 3 private investigator’s report, which they re-
* fused to release, indicated there was no manipwlation) Ae-

licly-held investment companies with names such as Cam- _ cording to sources close to the grand jury probe, Abramo

* and Quinn are among those who have been a subject of

the investigation,

Today, Abramo faces 2 one-year prison term for tax eva-
sion. [t was a plea bargain—the guilty plea to tax evasion in
return for dropping of the loan-scheme charges. He is sched-
uled to report to prison on Jan, 7. While he may well handle
his Street interests while incarcerated, in some quarters
there is concern that his departure will mean an increase in
violence.

The level of violence is becoming worrisome. Early in
November, a broker at a New York-area brokerage was
severely beaten, his arm Lroken, in the lobby of the fumn. As
50 often happens in such situations, he did not notify the po-
lice. His offense: He moved from 2 Mob-controlled firm,
taking his custoamers with him, and dared 10 sell their stocks.
Sell pressure on stocks is just whal Uhe Mal despises (unless,

Wit -

o
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THE DEAL

Mama Tish's Intemnational Foods is a Chicago-based compa-
ny that makes Italian ices. But when it went public last :
month, it was red-hot. The [P0 went for 5, but on the first | If
day of trading, the shares moved as high as $9.75—a sure

sign of “flipping,” in

i C'OVGI!-'StOIY?‘f'

50 were some people who hate to be
disapppointed.

Even before the deal began,
traders began receiving phone calls
warning them not to short the Py,
which might have driven down
prices. According to Wall Street
sources, among the people who
wowld have profited heavily from
the Mama Tish o is John Gotti Jr,
reputed acting boss of the Gambing
family and son of the imprisoned
Gambino crime family chieftain A
cording to Wall Street sources, “Ju-
nior” Gotd is the hidden owner or
control person of cne of the broker-
ages—other than Landmark—that
was active in the Mama Tish deal.
Had the deal gone through, any
Gotti people involved in the deal
would have profited handsomely
from the 80% difference between
the offering price and the trading
price of thezshares. Gotti was un.
reachable for comment, A company
official said he did not know of any
Mob involvement in the o,

If “Junior” Gott represents the
younger generation of reputed mob-

Sters on the Street, the oider generation would be epitomized
by John “Sonny” Franzese. Franzese has been described
by law-enforcement authorities for decades as an influential, |
feared mobster whe allegedly was the former underbass of :

from 2 50-year term for bank robbery in 1994, According to ;
sources, the T7-year-ld reputed Mob elder described himself
Lo associates earlier this year as controlling, through a con-
federate, Monitor Investment Group, whose brokers al- | i
legedly ripped off the West Coast investor by promising a
guaranteed runup. Monitor chairman William F. Palla denies -
that Franzese or organized crime has ever played any role in :

the firm.

Monitor, which ceased active operations last June, is de-
scribed by former employees as a eenter for widespread
stock manipulation—specifically involving boxing of inter-
national Nursing Services, Beachport Entertainment, and [n- says, Grant was beaten
novative Medical Services. Officials of the three companies
say they were unaware of any irregularities in the trading of
their stocks, [nternational Nursing Chairman Jokn Yeros,

of course, they are short). It can sour a deal—and the often :
immense profits that cap come with it. :

Alas, the Mama Tish ro was canceled—wiping out all the :

There are plenty of young mobsters ready to take the place
: of any old-(:‘me_.m who might fail victim to any future law-en-

however, concedes he felt something
he attanded presentation the brokerage spansored for -

was amiss at Monitor

* International Nursing at a downtown hotel—and found that
. Monitor had hired a hooker to “service” the brokers in a¢

“Junior” Gott,
reputed acting boss
of the Gambing
crime family, is said
to be the hidden
owner of a broker-
age active in the
recent failed IPO of
Mama Tish, a
Chicago food outfit

tendance, Pally says he heard of the “hooker incident” but

denies Monitor retained that person,

b in fact became involved in the penny-stock
usiness, it would be a patent sign of the lure of the penny-

stock business to the Mob. But like Abramo, Franzese may

which favored in- ¢ have to cool his interest in the market for 2 while. He wag
vestors cash out of the : recently found to have viglated the terms of his pargle and
Stack  immediately. | was ordered back to prison. -

i THE FUTURE

forcement crackdown, One Brook-
lyn-based prosecutor, a Specialist in
the Mob, observes that “there are g
lot of wannabes getting jobs on the
Street, working in these places,
cold-calling.” That might explain
whythmsee.msbobenoahortage
of people willing to CATY guns intp
brokerage houses and beat up
traders in front of ‘Witnesses, or
telephone threats to traders,

One reputed up-and-comer in the
Street’s Mob contingent, is Dominick
“Black Dom” Dinassio, who is said
by Street and law-enforcement

sources to hold sway over Enro-At

lantic Securities, a Manhattan bro-
kerage that is active in penny
stocks. According to 2 source in the
Manhattan Distriet Attorney’s of-
fiee, Dinassio is allegedly an assaci-
ate in the Colombo arime family.
Law-enforcement sources say
that Dinassio has lately been ob-
served in the company of Longo,
Malangone’s longtime partner,
Sources say a short-seller who was
active in shorting Hangver stocks,
John Fiero, told police recently that
Dinassio threatened him for his

trades in one stock brought public by Euro-Atiantie, Helly-
wood Productions Ine F

‘emre.ﬁ:sedcomment.Mm

officais did not return phone calls, Contacted at Euro-At-
: lantic’s office in lower
i his role at the firm. Asked about the allegations that he was
! connected to organized erime, he replied: “What? I think
you're crazy, buddy. I'll talk to you later” and hung up.
Euro-Atlantic officials did not return phone calls.

Although whistle-blowers in Mob-run firms are rare, the
ing vi 'begimﬁngl:oenterthepubiicreoorﬂ.m

Dinassio declined to disass

5ay so, but witnesses say that another broker was also vi-
ciously assauited. Neither Grant nor the other broker would
comment, and Palla sayvs he was in Phifadelphia at the time
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of the incident, which

he deseribes as a “fight.” Ope witness ob's fascination with Wall Street is understangd.
says Monitar ement suspected that the two brokars able, for they have haq little to fear
i favorite siocks ]

active on the Street, jt will be

ian Mob, based in the
Brighton Beach section
of Brooklyn, “Ove- the It's Practically impassible to o
Past couple of years, thege People unlesg You have 3
they've put people in the [brokemges], kids with ¢lean
ey’re washing money Iegitimabely,"
i g7 timately familiar wigh .

crime. The offspring of twq major Russ- keep silent op the Mob in jts midst, g

notes, have been active op Wall Street, . i

ian mob figures, he

most involving unauthorizag
trades—fs_omet!ijjxg Gilanj

stocks up, and ¢ defini

taly
looked {ike Paridng,"”

says Gilani:. .
liffer From October, 1993, to June, 1994,
mer complai;it_s:'that he says in the suit, there were at and emplo
might have been 2 tip-off-of Mob in. least 31 customer complaintsg feels he w
filtration of Hanover Sterling & Co, against Hanover, almost alj alleging ‘COrporate culture at the NASD,"
From 1992 when Gilanj starteq unauthorizeg trading. Among the
working at the NASD in New York,
untii late 1995,

complaints, he says,
when he left, there against Roy Ageloff,
was distu.rbjng talk in the hallways 5avs was widely know
of the agency’s New Yorl office.

tale of indifference
Proves correct, it v

the Nagp is a far ¢p

Were severg]

ould seem that
who Gilani

y from being the
VN at the Nasp Eliot Ness or Wall Streat.
to be the power behing the firm, 8y Gary e, e New Yorf:
e e —_— e

——
tININES S WEER S npcempy Hotn gy,



MASSACHUSETTS OPPONENTS TO H.R. 1058/S. 240

AFSCME Council 93, Executive Director Joseph M. Vonavita .

American Geriatric Resource (AGR), Executive Director Lawrence Osterweil

Augustinians of the Assumption, Brighton

Barnstable County, Treasurer Mary J. LeClair

Barnstable County Retirement Association, Chairman/Treasurer Mary J, LeClair,
Elected Member C. Randall Sherman, and Council Member Elinor E. Slade

Berkshire County Commission, Chairman Paul R. Babeu and Commissioners
Ronald E. Kitterman and William “Smitty” Pignatelli

Berkshire County Retirement System, Chairman Peter G. Arlos, Elected Board Member
Patricia M. Hudelston, Advisory Board Member Patricia D. Carlino, Executive
Secretary Barbara A. Flynn, Head Administrative Clerk John H. Staelens, Jr., and

Principal Clerk Michael D. McKeever (resolution)

Boston College, Senior Vice President Dr, James P. Mclntyre

Citizen Action of Massachusetts, Director Edward Kelly :

Citizens for Participation in Political Action (CPPAX), Issue Organizer Julia Carpenter

City of Attleboro Contributory Retirement Board, Chairman Gary S. Sagar and

Appointed Member Richard V. Boucher

City of Boston, Mayor Thomas M. Menino

City of Brockton Retirement Board, Chairman William G. Harris

City of Cambridge, Treasurer James Maloney

City of Cambridge Retirement Board, Appointed Member & Chairman Joseph E.

Connarton,  Elected Board Member Sheila Tobin, and Ex-ofﬁcw Board Member James

Lindstron (resolution)

City of Chicopee Contributory Retirement System, Board Member and City Auditor

N_Bnnan J. Ritchott, Director Ruth Corridan, Elected Member Timothy O’Shea and
Accountant Susana Baltazar

City of Everett Retirement Board, Executive Director Ann M. Fournier and Appointed

Member Robert D. Crowley

City of Fall River Board of Retirement, Chairman Joseph C. Almeida, City
Auditor/Member Ex-Officio Raymond L. Reynolds and Appointed Member
Gregory A. Brilhante

City of Fitchburg, Auditor/Finance Director Richard N. Sarasin

City of Gardner Retirement Board, Chairman Charlotte M. Noponen

City of Gloucester Retirement Board, Chairman Douglas A. MacArthur, Ex-officio

Member Joseph T. Pratt and Elected Member Leland G.Ryan

City of Haverhill, Auditor William J. Klueber

City of Haverhill Board of Retirement, Chairman Vaughn E. Guertin

City of Holyoke Retirement Board, Chairman Joseph L. Whalen, Accountant Laurie

Moran, Administrative Assistant Anita Barett, and Office Manager Healean
Glidden

City of Lawrence Retirement Board, Chairman Richard F. Gosselin, Appointed

Member Carl Knightly and Elected Member John A. Neilon, Jr.

City of Leominster Retirement Board, Administrative Secretary A. Nancy. Person
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City of Lynn Retirement Board, Ex Officio Member John E. Pace and Executive
Secretary Barbara L. Belliveau

City of Medford Retirement Board, Chairman Thomas M. Curtis, Executive Secretary
Gilda Antolini, Senior Clerk Tina Rapatano and Bookkeeper/Analyst Dora
LoConte

City of New Bedford Contributory Retirement System, Elected Member Edward J.

' Wiley+

City of Newburyport Retirement Board, Chairman Nolan R. Morris, Jr.

City of Northampton Retirement Board, Chairman Michael J. Lyons

City of Peabody, Mayor Peter Torigian, Treasurer Thomas J. Durkin, III, City Collector

Donald G. Johnson and Assistant Treasurer/Collector Linda Cavalion

City of Pittsfield Retirement Board, Chairman Gerard E. Miller

City of Quincy Retirement Board, Chairman Robert E. F oy III, and Elected Board
Member George McCray

City of Salem, Treasurer/Collector Robert H. Nagle

City of Salem Retirement Board, Member Robert H. Nagle

City of Somerville Retirement Board, Elected Member John M. Memory

City of Springfield Retirement Board, Elected Member Cornelius E. Sullivan

City of Taunton Contributory Retirement System, Chairman Richard T. Avila, Appointed
Member Peter H. Corr, Ex-Officio, Member Ann Marie Hebert and Executive
Secretary Paul J. Slivinski

City of Westfield Contributory Retirement Board, Chairman Kevin J. Regan, Appointed
Member William D. Leahy and Administrative Assistant Lynda Cavanaugh

City of Wobumn Retirement Board, Elected Member Denis P. Devine a

Essex County Board of Commissioners, Chairman Christopher T. Casey and

Commissioners John V. O’Brien and Marguerite P. Kane

Essex County Retirement Board, Chairman-Treasurer Katherine O’Leary and Elected

“  Member Regina C. Mielcarz

Franklin County Retirement Board, Chairman Carolyn Olsen and Executive Secretary
Cheryl S. Jobb :

Fraternal Order of Police, Grgater Boston Lodge, President Michael Giannetti

Greater Lawrence Sanitary District Employee’s Retirement System, Chairman Roderick

A. Rainville and Member Mark J. Lundy

Hampshire County Commissioners Executive Committee, Chairman Michael V. O'Brien
and Legislative, Charter, and Code Committee Chairman Vincent J. O’Connor

Industrial Cooperative Association (ICA) Grotp, Director James Megson

International Brotherhood of Teamsters Local 25, Recording Secretary Richard Reardon

International Brotherhood of Teamsters Local 122, Secretary Treasurer John Murphy

International Brotherhood of Teamsters Local 504, Secretary Treasurer Dave Robbins

International Union of Operating Engineers Local 877, President and Business

Agent Richard Draper

Massachusetts Association of Contributory Retirement Systems, Inc., President Robert

Drew, Vice President George F. McCray and Executive Assistant/Conference
Planner John E. Murphy

Massachusetts Association of County Commissioners, President Robert Stone
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Massachusetts Collectors and Treasurers Association, Executive Director Aldo F. Luca

Massachusetts Consumers’ Coalition, Chairman Paul J. Schlaver

Massachusetts Government Finance Officers Association, President John A. Lafleche

Massachusetts Jobs with Justice, Director Rand Wilson

Massachusetts Municipal Association, Accounting/Finance Director Ruth Stevens

Massachusetts Municipal Management Association, President John D. Petrin

Massachusetts Municipal Auditors’ and Accountants’ Association, President Mary E.
Thompson ' )

Massachusetts Port Authority Retirement Board, Ex-Officio Member Secretary/Treasurer
George A. O’Brien, Appointed Member James P. Costello and Elected Member
Charlotte O’Connell .

Massachusetts Public Interest Research Group, Executive Director Janet Domenitz and

Consumer Program Director Deidre Cummings

Massachusetts Senior Action Council, Legislative Director Manny Weiner

Massachusetts State Attorney General Scott Harshbarger :

Massachusetts State Council of Carpenters AFL-CIO, President Andris J. Silins

Massachusetts Teachers Association, Vice President Melanie Kasperian

Massachusetts Turnpike Authority Employees’ Retirement Board, Elected Member
Francis M. Hoey

Middlesex County, Treasurer James E. Fahey, Jr.

Middlesex County Retirement System, Chairman James E. F ahey, Jr.

Norfolk County Board of Commissioners, Chairman William O’Donnell, Commissioners

Peter H. Collins and John M. Gillis (resolution)

Norfolk County Retirement Board, Executive Director A. Joan Ventura _

Plymouth County Board of Commissioners, Chairman John R. Buckley, Jr. and County
Treasurer John F. McLellan

P}xmoutb County Retirement Board, Ex-officio Member and Board Chairman John F.
McLellan and Elected Member Joseph F. McDonough

Sons of Mary Missionaries, Framingham

Tax Equity Alliance for Massachusetts (TEAM), Director Jim Braude

Town of Abington Board of Selectmen, Executive Secretary Richard J. LaFond

Town of Andover, Finance Director Anthony J. Torrisi

Town of Arlington, Treasurer John J. Bilafer

Town of Arlington Retirement Board, Retirement Administrator Claire A. Smith

Town of Athol Retirement Board, Chairman/Secretary Charles E. Baker

Town of Bedford, Finance Director Peter P. Naum

Town of Belmont, Accountant Steve Szabo

Town of Belmont Contributory Retirement Board, Chairman Rosario A. Sacco and

Administrator Marion E. Cote ‘

Town of Canton, Treasurer James R. Magee

Town of Clinton Retirement Board, Chairman Robert D. White and Member George T.
Kittredge

Town of Concord, Finance Director Anthony T. Logalbo

Town of Danvers, Assistant Town Manager Diane Norris, Accountant Leonard A.
Marshall, Assistant Accountant William G. Perreault
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Town of Dedham Retirement Board, Administrator June F. Rosado and Ex-Officio

Member/Comptrolier Mary J. Shea

Town of East Bridgewater Board of Selectmen, Chairman Paul R. Nisby, Member Irena

Swartz, Treasurer Frank M. Savino, Accountant George G: Samia, Executive
Assistant John J. Clifford and Clerk Eric W. Greene

Town of East Bridgewater Public Schools, Superintendent Gordon W. Mitchell

Town of Easthampton Contributory Retirement Board, Chair Mary T. Brewer, Elected
Member James P. Dunham, Ex-Officio Member Joanne E. Lukowski and
Administrative Assistant Leo G. Riel

Town of Falmouth Retirement Board, Member Jeanne L. Clifford

Town of Framingham Retirement Board, Executive Secretary Nancy A. Grifone

Town of Greenfield, Treasurer/Collector Paul J. Mokrzecki

Town of Greenfield Retirement Board, Chairman William P. Devino

Town of Groveland, Treasurer Thomas C. Abisalih

Town of Hull Board of Retirement, Chairman Maurice E. Murphy, Ex-Officio Emily A.
O’Brien, and Elected Member James A. Yacobucci ‘

Town of Lexington, Finance Director/Comptroller John J. Ryan ‘

Town of Lexington Retirement Board, Chairman Robert W. Cunha and Administrator
Barbara E. Glynn ' ‘

Town of Ludlow, Treasurer Helen Garrow

Town of Marblehead, Finance Director George B. Snow

Town of Medfield, Accountant Georgia K. Colivas

Town of Methuen Contributory Retirement System, Chairman Thomas J. Kelly

Town of Milford Retirement Board, Administrator Barbara A. Alberta and
Administrative Assistant Eveline M. Berry

Town of Milton Retirement Board, Ex Officio Member Edward Spellman, Jr., and

Refirement Analyst Mary MacKenzie

Town of Montague Retirement Board, Executive Secretary Marianne L. Fiske

Town of Natick, Comptroller E. Ruthann Cashman

Town of Natick Contributory Retirement System, President Robert Drew, Comptroller

and Ex-Officio Member Ruthann Cashman and Administrative Assistant
Kathleen S. Bacon

Town of Needham, Town Administrator Car] F. Valente

Town of Newton Retirement Board, Ex offiicio Comptroller David Wilkinson

Town of Norfolk, Finance Director Susan L. Gagner

Town of Norwood, Treasurer William T. Crozier

Town of Norwood Retirement Board, Chairman Thomas J. P, Collins (resolution)

Town of Pembroke, Treasurer/Collector Linda Robbins Porazzo

Town of Plymouth, Finance Director Michael Daley

Town of Plymouth Contributory Retirement Board, Ex-officio Board Member and
Secretary Michael Daley

Town of Randolph, Accountant Therese Steele

Town of Reading, Finance Director Elizabeth W. Klepeis and Accountant
Richard Foley

Town of Revere Retirement Board, Elected Board Member Steven Parsons
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Town of Shrewsbury Retirement Board, Elected Board Member Kevin M. McNeil

Town of Southbridge, Town Manager Florence C. Chandler and Finance Director John
A. Lafleche '

Town of Stoughton, Treasurer Thomas A. Rormie and Accountant Wendy V.
Nightingale

Town of Sudbury, Treasurer/Collector Mary Ellen Normen Dunn

Town of Uxbridge, Treasurer/Collector Cortney A. Keegan

Town of Wakefield, Contributory Retirement Board Chairman and Town Accountant
Richard P. Conboy, Jr.

Town of Watertown Retirement Board, Chairman Robert E. Ford, Appointed Board
Member R. Wayne MacDonald and Ex-officio Board Member and Secretary
Thomas J. Tracy

Town of Wellesley, Treasurer/Collector Marc V. Waldman

Town of West Springfield Contributory Retirement System, Chairman Thomas J.
Cummings and Appointed Member Raymond N. Spear

Town of Winchester Retirement Board, Administrator/Executive Secretary Lorraine F.
McDonough i

Town of Winthrop Retirement Board, Chairman Andrew W. Maylor

Town of Yarmouth Board of Selectmen, Town Administrator Robert C. Lawton, Jr.

Worcester County Commissioners, Chairman Joann M. Sharp, John R. Sharry, and John
C. Burke

Xavenan Brothers, American Northeastern Province, Milton

Cape Cod Times editorial opposing H.R. 1058/S. 240 (September 28, 1995)
Middlesex News editorial opposing H.R. 1058/S. 240 (October 15, 1995)
- 1he Boston Globe commentary opposing H.R. 1058/S. 240 (November 13, 1995)
e Boston commentary opposing H.R. 1058/S. 240 (June 22, 1995)

g
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ROBERT KUTTNER

ince the 1930s, the regulation of
stocks, bonds and stock exchanges
has been a model of wnobtrusive
3 government. The systemn of secuni-
{ lies regulation has been built largely on
i the principle that sunlight is the hest disin.
+ ectant. Nobody tells the investor whal, to
+ bby, when to sell; no one directs the com-

e e ko

» Py where to raise its capital. The rules-

! nainly insist on nceurate information - the
! betler to protect both partics.

& Despile the business communily's gen-
&gl aversion Lo being regulaled, investors
Jiud honest businesses share a common in-
rest in clean capital markets and reliable

by=

.......-..-_.._..ﬁ
V3 :

<

;\:'__'9 want 8 minimal role for government
generally concede the necd for substantial
disclosure requireiments an penalties for
uiright fraud In the sale of securities, And
mmost observers consicler the Securities and
Exchange Commission among ‘the most
competent and professional of our public
agencies.
. - Enter Newt Gingrich and the Republi-
! .
-véean revolution. .
raw:Almost lost amid the myriad of other
1 assaulls on government is a bill now pend-
fng before a House-Senate conference that
<2ould wreak havoe with financial markets
‘by undermining an investor's confidence in
what he is buying. The hill would make it

ehmost Impossible v sue for securities

T - -

<

M
!
'
i
!
i

ancial information. Bven conservatives:

fraud, no matter how badly a company had
misled investors. It would also shield ac.
countants from respansibility for failing to
detect or disclose fraud in certifying finan-
cial audits,

Another section of the bill, promoted as
the “safe harbor” provision, would protect
companies and their agents from suits
based on false projections of their earn-
ings, even if they were deliberate lies, SEC
chairman Arthur Levitt Jr. has derided
Lhis provision as
& “sale, ocean.”

Initially, the
bill was adver-
lised us part of a
broad reform to
discourage

I N R S

The bill would make it
almost impossible to sue
for securities fraud..

est politics masquerading as high princi-
ple.

‘For one thing, the accounting industry
wants to shield itself from’ liability., Publie
sccountants make very nice incomes for
certifying that the books they audit are ac-
curate, ‘

But in the S&L scandal, accountants
must have been dozing off under their eye-
shades, Accountants paid out some $1.6
billion in damage awards in the aftermath

. of the scandal for
failing to detect or
report funny-mon-
ey accounting in
the books of fafled
financial institu-
tions.

“frivelous” law- . .
suits. In reality, it-would be a license for a
broad array of securities swindles. Despite

alarms about a “litigation explosion,” the’

number of investor lawsuits has held
roughly constant since 1989; only about 1

‘percent of publicly traded companies are

sued by investors at all,

The premise was that discouraging
lawsuits would be good for business. Sure,
it would be great for business — if you like
businessmen on-the model of savings and
loan swindler Charles Keating.

Why would 2 political party that be-
lieves in the virtues of elficient capitalism
want to wreck the system’s ability to police
itself? The answer, as with much of the
rest of the GOP program, is special-inter-

. Evidently it is
far cheaper for the accounting profession
to invest In lobbying to waive the rules
than to raise its own standards. And these

are the people we rely on to keep other

businesses honest.
Another set of inside players are secu-
rities firms. They would fove to be able to

hype new stock issues and other baroque
forms of securities without being held ac-

countable afterwady if the hype turned out
to be bogus. Like the accountants, Wall
Street firms,have pumped serious cam-
paign contributions into the coffers of key
legislators.

A third major force behind this bill s a
segment of the high-tech industry, which
often overpromises resulls when selling

A Repﬁblica,n attempt to swindle investors

stock to finance start-ups. Hot new com-

" panies would like to be-able to sweet-talk

poténtial investors without being held lia-
ble for the veracity of their claims.

To add insult to injury, the Republican
Congress also wants to cut the SEC's en.
forcement budget by 20 percent. If you
can't gut consumer protection by the front
door, try the back. .

Thik bill has becn 4 sleeper. But helut-
edly, opposition is mounting.

A coalition of state and municipal offi-
cials, including state attorneys gencral,
municipal treasurers, the National League
of Cities and the National Association of
Counties," all oppose it. In the Orange
County, Calif., bankruptey, reputable secu-
rities firms peddled highly speculative in-
vestments. The last thing localities nee is
freer rein for securities hustlers.

Money magazine, ordinarily a support-

er of swashbuckling free-market capital-
ism, is 50 incensed by this assault on inves-
tors that it is urging its readers to write
key lawmakers opposing the bill.
" Now, perhaps emboldened by Clinton's
increasing toughness on other issues,
White House aides are saying the presi-
dent may refuse to sign the bill. The spon-
sors are frantically trying Lo broker a com.
promise. Let's hope they fail,

“There’s a sucker born every minute,”
said P.T. Barnum. If this bill passes, the °
sucker s the American voler.

Robert Kultrier's column appears vegularly
in tha Globe. -



MIDDLESEX NEWS, Framingham, MA, Octobar 15, 1935

yourlegxwhanyen'ta driving orignere werningyoiunottn -
Mﬂ:&bsmwabeﬂmmhﬂumﬂﬁabhmsm .

, Notlhm:omﬁamﬁumddmm&xm.gm -
decidecnyourowntotake s Slerenan company, [f5an

. assumedriskforwhichyou are e.And evepifyourelyon

. Rightnow they are, hutunder legislation passed by Congresy as

' partoftha Republisens’ “Cantract with "vicimgofruch

. gectrit! umd have ammhmc%m&w
lozses through tha courts, ’ : .
= Enactment of the hill into law woald allow stockbrokary

: mchcompania-_- mzmtmtt,bmknrx.banhnmdh_mx-ﬁ:_ -
Thause ofbogus finznclat informationtodefrand fnvestorziza
growing problem {n tha hmtwhmlogmdutyxmdanaqunm
Research Carp, of Waltham, g makar fupercomitery, has
adamvledzodinﬂ:,ﬁngumizmﬂgumhycoumingun}amm
computers that customers hadn't and couldn't pay for, Cambridge
Blotach Corp. of Waorcestar has mada zmilarzdmisxions, as have
oompmiesin&lﬂhnﬂaandﬁouth&mﬂpa_ g
Many ofthe mara than 43,000 Maxrachusotts residents who have
recovered $83. 5 miltfon of their lasses from securities swindles
would have been provontad from doing so underthis proposed law,
which iz 0pposod by a wide croas-section of itetq and loaal aficials
[(Congress docan't refect this mizguided legiclation, Preddant
Clnlon should vatg It ’
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DBoston, of 027081698

June 21, 1995

The Honorable John F. Kerry
United States Senate
Washington, DC 20510

Dear Senator Rerry:

AS you knmow from oy earlier letter, I am deeply concerned
about S.240 (Dodd-Domenici), the Private Securicieg Litigation .
Reform Act bill now before the Senate. T appreciate your
attempts to improve the bill during the deliberations of the
Senace Banking Commitree and I urge you tg vote againgt thig

legislation which Penalizes victimg of Securities fraud and
Protects thoge who impose thig fraud on an unsuspecting public.

atfects the legitimate interests of small invescors, workersg,
Consumers, wveterans, and Beniorg.

(Aaﬁ) “-even if that procegs ig bilagsed againgt defrauded
invegtorg.

Provisions inp 'sg. 240 eliminating joint and Several
liability are, in essence, legal loopholes for carporate
wrong-doers. Limiting.recovery when the Primary wrongdcoer ig
bankrupt or hag fled will Penalize consumersg. Coupled with
brovisions in 3. 2490 immunizing from liabiliey *aiders and
abectorag®* (including accountantg, lawyers, and brokers) who
help carry ouc the fraud, thig represents a step backwards in
Accouncability and responsibility.



S. 2¢0 would require fraud vicrims to 'specitically 2llege
facts giving rige to & ecrong inference that the defendanc -
acted with the required scate of mind. -~ This would egtabligh a
new, almost impenetraple chreshald for bringing guit ip
securities fraud cagesg.

The legiglation limits che rights of small investors
restricting the "moac adequate plaincifre (who could gelect
lead counsel and control the case) to the investor with the
largest financial interesc in the casge. Denying control of a
case to an injured pPlainciff because of hig/har wealth {(or lack
of same) is a new and alarming concept for American law.

Finally, s. 240 fails to lengthen the starute of
limitations which is bresencly inadequace. Given the aumerousg
and severe problems with sS.240, T urge you to oppose it. Thank
You for your kind attention.

GBSBD

I



Given the numeroug an

d severe problems with §. 240,
You to oppoge it.

c I ur
Thank you for your kind attention, ge

Sin lY;
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6858D =

L



"T'ech Concerns
Fudge Figures
To Buoy Stocks

By Lec Berton
stalf Repotier of Ty Wars. STAaReT Jeunnan,

Mure smaf) technology companles are
PUMPING up their sales and earnings
thfough aggressive and somellmes ques-
tionable accounting 1o help Inflate thelr
stuck prices, accounlan(s say.

Bul they say investors can protect
themselves by watching for (elliale slgnsof
manipulation.

Amid a sell-olf in lechnology stocks,
Mmany cempanles are finding It hard o
raise funds through publle offerings. And
banks ire wary about lending to them
because such companles often lose money
In their early years, accountants say.

“As & resull, high-tech and blotech
concerns are being pressured to improve
or maintaln proflis by pushlng the enve-
lope in revenue- ang Invenlonr-accounllng
fules,” says Paut R. Brown, an assoclsle
prolessor of accounting al New York Uni-
versity's Slern School of Business,

Many such companles recently have
been accused of booking sales (oo early -
ter example, when buyers sthl have the
tight to relurn items for & {ull refund or
Lefure the product Is delivered or pald for,
Also, some companies wall 100 long to take
chirges agalnst carnings for asse( revaly
dhanand invenlory obsolescence, aceaunt-
ants say,

For example, Kenduy] Square Research
Corp.. a Waitham, Mass., maker of super-
compulers, has acknowledged (hat |
counied as sales numerous compulers
thal customers apparently couldn’t pay
for., -

“There is tremendous pressure on

Flease Turn to Puge B2, Column 3

TIE WALL STREET JOURNAL THURSDAY, MAY 19, 193¢

'Tech Firms Fud

Continged From Pupe 81
companies such as ours to contlnue thelr
revenue-growth trend,” says Zachary Shi-
pley, who was recently brought to Kendal
Square as chlel Nnanclal offtcer to help
clean up an accounting scandal that led 1o
the dlsmissal of several top execullves late
last year, Kendall Square had predicted
199 revenue of sboul 359 militon; 1t re-
ported only $18.1 miltlon.

" Other examples:

¢ Cambridge Blotech Corp. of Worces-
ter, Mass., which develops vacclnes ang
diagnostlcs for humans and anlmals, has
sald It reported revenue {rom transactions
thal *‘don't appear to be bons flde.”

¢ Medla Vision Technology Inc., Fre-
monl, Calll., which makes equipment
that brings sound and animation to per-
sonal compulers, was sccused by the
San Francisco Chronicle of operaling a
phanlom warehouse to hide tnventory for
relurned products already booked asg safes,
Medla Vislon declined to comment, Tues-
day, its lop three execullves resigned
amid a federal Investigatlon Into alleged
Irregularities at the company. Paul Jaln,
company chalrman and founder, said he
resigned because of “‘untruthfyl and unfalr
allegations” by the Chronlcle “and the
possible Impact of the negatlve publicity on
the Integrily of Medla Vision."

* Pollcy Management Systems Corp., a
Blythewood, 8.C., Insurance-software con.
cern, has sald thai [t reported some sates
before contracis were signed or before
products were dellversd.

Cambridge Blolech, Medla Vislon and
Polley Management declined to comment
on reasons for thelr accounting problems.

Hendall Square conceded in & recenl
Securilles and Bxchange Comnmission 1)
Ing Ihal It booked revenyes too early In the
past two years, The compeny sald It waz
misinformed about contingencles Involved

"_——-—.__

wlth the sales, and that customers had the
Hght to trede In equipment for big crediis
and to recelve mors equipment withoul
additional paymenla,

Paul Regan, a partner In the San
Franclsco accounting firm of Hemming
Morse and a forensle Accountant, says
Investors should look for sharp Increases In
monthly sales al the end of each quarter ot
for & big Jump In fourth-quarter sales,
which may signal more safes than war-
ranled, Forenslc accountants comb {Inan.
clal results for slgns of fraud or aggressive
Accountlng,

Some lechnology companies say sales
rose late in the quarter because customers
delay placing orders In hopes of getiing 3
better price. But accounting speclallsts aay
repealed late-quarter surges should raisea
red fag.

Conslder MinlScribe Corp., a softwate
company {hat collapsed severai years ago
afler ltallegedly Inflated sales Improperty,
according to testimony In shareholders
Sults [ Texas siate court and federa) court
In Colorado. In afl four qQuarters of 386,
sales rose spletacularty In each perlod‘s
Nna) month: more than half the fourth-
quarter Increase was booked on Dec, 29,

Mr. Shipley of Kendall Square nys
customer orders lended to bunch at the end
of certatn quarters but says monthly sales
figures aren't avallable. Cambridge Bl
lech, Polley Management and Medls VI
slon declined to disclose or dlscuss
monthly sales,

Mr. Regan clies other slgns tha! compa.
nles may be Improperty Infating sales. “)f
cash flows are golng down and tevenues
are golng up, It could be a stgn that 1he
company Is belng too aggresajve,” he says,
He also advises tooking at whether ware-
housa tnventories and accounts recelvable

ge Figures to Buoy Stocks !

Are growing too quickly - Information thay
somelimes appears in annuai Of quarterly
reports lo the SEC,

-Douglas Carmichael, a professor of
dccounting at Cliy Unlversity of New
York's Baruch Coltege, says “Invesiors
should scrutlnlze the slde agreemenss
these companles make with customers 1p
see I the sales are legitimate or consum.
maled.”

For example, Prof. Carmichae! 5ays
high-tech or blotech companles that seif 1y
universitles or hospltals could easily rec
ord sales that haven’ been complered,
“These nonprofll cusiomers have nany
levels of Approval, Including overseelng
government unlts, and safes that appear 1y
be made somelimes fall by the wayside,”
he says,

For example, Kendsll Square recentty
salditls negotlating with varlous unlversi-
tles for payment for computers valued a1
$20 mlilion, but that 1y had no assurance of
recelving any.

Howard Schin, 4n assoclate professor
of accounting a( Amerlcan Unlversity,
Washington, D.C., and author of a recen
book on fInancia} shenanlgans, clles three
warning signals for Investors, “Bewsre of
product shipments before the sale Is fina-
lized, recording revenues when Imporian
uncertalntles exisi™ - for example, If (ne
purchasing company hasa’t fully pald for
lhne product and Mmay go oul of businass -
“and recording sales whep future services
aredue,” such as repairs guaranieed over
& long perlod, he says,

"The key to & reaj sale under accounting
rules s that “the rlsks and benefits of
ownership should de completely trans-
ferred to the buyer," Prof, Sen(il sa ¥s.
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CITY OF BOSTON - MASSACHUSETTS

Senator John F. Kerry

OFFICE OF THE MAYOR
THOMAS M. MENINO

June

421 Russell Senate Office Building

Washington, DC 20510

Dear Senator Kerry:

. [am wxiting to you 10 express my soong o
As you know, S.240 would deprive individuals, institutions, and state and local
govemments of their right to use federal courts 1o recaver their money when they are
defrauded in the securities markets. '

13, 1995

pposition to S.240 (Dodd-Domenici).

S.240 fails to seek justice for victims of investment fraud. In fact, several of the
major points in $.240 are slanted towards the exoneration of corporate defendants whije
leaving the consumer with the legal bill. Some of the points of S.240 include:’

* Three year starute of limitarions;
I+ * Difficult for victims to recover losses;
* Victims face paying legal fees of corporations if the vietim

loses.

[£5.240 were to pass the

swindle millions of unsuspectin
as state and local governments.

g senior citizens, s
[ urge you to vote

the City of Boston, the Commonwealth of Massac

from corporate fraud.

BONTON T HALL -, WELOTTY M

Senate, we would be allowing corporate criminals to

mall investors, and consumers. as well
against S.240 so that residents from
husetts, and the nation are protected

Mavor of Boston

ALLTEAZA S DONTON o w80 e L

PR



MASSACHUSETTS
ASSOCIATION OF
COUNTY COMMISSIONERS

May 24, 1995 -

The Honorable John F. Kerry

Unitad Stataes Sanate .
421 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Kerry:

I am writing on behalf of the Massachusetts Association of County
Commissioners to express our opposition to Senate Bill 240 (the
Dodd-Domenici bill) and to urge your opposition to this bill. I
am advised that you will vote in favor of this bill, but I
believe you would condition your support of the legislation on
its effects on local governments. )

County Commissioners want to see legal and tort reform, but
Senate Bill 240 is not a prudent step in that direction. Several
local governments lost taxpayers money in investments' last year
because -of fraudulent sales practices by some investment
companies and a few investment brokers. Not only did- some
counties lose money on these investments, but some are still
holding investments for substantially lese than wvhat they paid
for them. Some counties have chosen to seek -legal ramedies and
others might yet do so. Senate Bill 240 will make it extremely
direifult, if not impossible, for them to pursue legal redress.

This legislature protects the interests of large investment
companies, stockbrokars, accountants and attorneys. at the expensa
of the taxpaying public and emall investors. T believe this
legislation. places special interaests above the intarests of the
public and small investors. It is not wise nor is it needed. I
urge you to .reconsider your support for it.

Please feel 6 free to contact me if you have any questions
regarding this. matter. My phone numbaer is 617-447-7720.

My fax number 617-447-6515. Thank you for your considaration
of this matter. _

-

ncersaly,:

P
Presidant
etts Assoclation of County Commissioners



May 24, 1995

Honorable John Kerry
Undaited States Senxte

Washingtoa, DC 20510
Dear Senator Kerry:

We are writing to urge you not to cospansac ar suppost S. 240, the Dodd-Domenici bill
aow before the Seaate. Thismmucpmalizaﬁcﬁmofseaniﬁu&mdmdpmtmthe
swind]ctswhohupmd:isﬁ'mdonmunmspecmgpubﬁc.

This legislation is anti-small imvestar, anti-worker, anti-consumer and anti-senior. Firgt —
mdmostmmgemu-thelegidaﬁonﬁnﬁuthcﬁgbuofmnﬂbvmm.byraﬁc&ng
tnitintion of 2 class action [awsuit to thmkrvatmwhoowndﬂn-onuperwuofdlc

apmmae@&qkmmm:owcwmmmmm@ |
dollrdcfmseta.mxlargeoo:pomﬁomdeployin such cases) than it is for defeadants,

stntcofmindofthedﬁndam(: e uncovered only as part of the discovery proceass.
chdnngmchaﬂepﬁoma_aamﬁdmfwﬁlhguﬁtwﬂlcﬁcc&vdycﬁndmthelﬁ&y

tomcinwmthe-moammma.

Provisious in S.demémhuejohxmdmliahﬁtyhmnymue,inm
legal loopholes for corporate criminals. Lmtmgmcoverywhmmopnmrywmn@do«ls



Given the numerous agd severe problems with S. 240, we urge you te stand up for the
constinsents you are.clected to represent and oppose this ill-conceived measure.

Sincerely,

Janet Domenitz, Exocutive Director
Massachusetts Public Interest Research Group (MASSPIRG)

Joseph M. Voonavita, Executive Directar
AFSCME Couancil 93

Edward Keily, Director
CitimnAcﬁouomea:mm

Fraternal Order of Police, Greater Bastog Lodge
Melaniax.np&im,VtccPraidem- '
Mnsadmm'l‘mdnmAmdaﬁou

James Megson, Directar '
ICAGmup(Industﬂleoop-cmtiveAssodation)
Ra’d Wilson, Director
Massachusetts Jobs with Justice

Jim Braude, Director :
Tax Bquity Alliance ﬁarMmdnnats(TEAm

Jobn Murpky, Sec./Treas.
Teamsters Local 122

Dave Robbins, Sec /Treas,
Teamsters Local 504

Richard Reardon, Recording SecretaryfField Representative bt
Teamsters Local 25 '

aElahakd
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Sceurities Litigation Reform: The First Yeae's Experience

This research report is based on a preliminary analysis of class action-
securities fraud litigation filed during calendar year 1996. We expect thatn
some of our findings will change as we expand our database and continue
to refine our analyses. We also believe that certain trends observed during
the first year of litigation will not continue in the future. We therefore
caution all readers to recognize the preliminary nature of these results and
to check at hitp://securities.stanford.edu/report for more recent analyses, if

available.

We also caution readers of this report that the information on which it is
based may be materially incomplete in several respects. There is no
centralized depository of information regarding federal or state class action
securities fraud litigation, and we recognize that we have likely missed
some litigation, particularly at the state level outside of California. We are
most grateful for any information and copies of ﬁlings, briefs, orders, or
other litigation material that appear not to be reflected in this report, and
for any suggestions as to how this report can be improved. Please direct all
such communications by post to Associate Director, Securities Litigation
Project, Stanford Law Library, Stanford, CA 94305-8612, or by e-mail to:

director(@seccurities.stanford.edu,

Page i




Scrurities Litigation Retorn: The First Year's Expericnec

SUMMARY OF MAJOR FINDINGS

The Private Securities Litigation Reform Act of 1995 became effective on December 22, 1995, after
Congress for the first time overrode a veto by President Clinton. Opponents of the legislation
characterized it as providing a “license to lie.” Its supporters claimed that it provided necessary
protection against mentless litigation.

This report compares patterns of class action securities fraud litigation in federal and state courts
since the Act’s effective date with litigation patterns observed prior to the Act’s adoption. Although
our analysis is based on partial data and is subject to further amendment and modification, we can
report ten significant preliminary findings. As discussed in greater detail in the body of our Report,
many of the policy implications of these findings are subject to dispute and interpretation. It is
prudent to await further information regarding the operation of the Act before reaching any
conclusions regarding the Act’s “success” or “failure.”

Our significant preliminary findings are as follows:

Overall litigation rates are little changed.

Our best estimate is that class action securities fraud litigation in federal and state court is being filed
at an annual rate of 148 to 163 defendant issuers per year. Prior to the Reform Act, litigation was
being filed at a rate of approximately 176 defendant issuers per year. The total volume of litigation
activity in 1996 is thus down by about 7% to 16%, but is not very different from the level of activity
observed in 1991, 1993, and 1995. In addition, increasing stock market prices in 1996 may have
depressed litigation activity. It is therefore too soon to draw any firm conclusions as to whether
litigation reform has had any material effect on the aggregate securities class action litigation rate.

About 26% of litigation activity has moved from federal to state court.

The retative stability of the aggregate litigation rate masks a significant shift of activity from federal
to state court. Approximately 26% of class action claims are state court proceedings without parailel
federal claims filed in 1996. This increase in state court litigation is likely the result of a “substitution
effect” whcrcby plaintiffs’ counsel file state court complaints when the underlying facts appear not
to be sufficient to satisfy new, more stringent federal pleading requirements, or otherwise seek to
avoid the substantive or procedural provisions of the Act. Plaintiffs may also be resorting to increased
parallel state and federal litigation in an effort to avoid federal discovery stays or to establish
alternative state court venues for the seitlement of-federal claims.

Page



Sceuritiss Litigation Retorm: The First Yeur's Experiency

Allegations of accounting irregularities or trading by insiders now explain the lion's share of
federal class action litigation.

Approximately 67% of post-Reform Act Section 10(b) complaints involving publicly-traded
companies allege accounting fraud as a basis for liability. In sharp contrast, similar aliegations are
found in only 34% of pre-Reform Act cases. Allegations of trading by insiders now appear in about
57% of post-Reform Act cases, whereas these allegations are found in only 21% of pre-Reform Act
cases. Alleged trading by insiders is particularly important in cases against high technology
companies, appearing in 73% of those cases, but that statistic must be interpreted with caution because
of the prevalence of option-based compensation in the high technology sector. "

Pure “false forecast” cases explain a relatively small percentage of pending Reform Act claims.

Complaints alleging false forward-looking statements as the sole basis for liability account for only
about 14% of all post-Reform Act complaints analyzed, and only about 6.5% of post-Reform Act
federal complaints involving publicly-traded companies.

Litigation typically follows larger price declines than observed prior to the Reform Act.

Prior to the Reform Act, the average stock price decline preceding the filing of a claim was about
19%. During 1996, the average decline jumped to 31%. This increase is consistent with the
observation that heightened pleading requirements induce plaintiffs’ counsel to pursue cases that are
correlated with larger price declines, and therefore seem to be more apparent instances of fraud.

Federal claims are now rarely filed against the largest issuers.

The average company sued in a federal securities fraud class action in 1996 had a market
capitalization of $529.3 million. Prior to the Reform Act, the average market capitalization was
$2,080 million. This decline appears to be attributable almost exclusively to a reduction in litigation
naming issuers with market capitalization in excess of $5.0 billion. Prior to the Reform Act, these
large corporations represented about 8.4% of federal court activity, but very few of these companies
appear to have been sued in 1996.

High technology issuers continue to be the most frequent targets of class action litigation.

High technology companies represent 34% of all issuers sued in federal court since the effective date
of the Reform Act. That statistic is not materially different from the pre-Reform Act experience.

The dominant plaintiffs’ class action law firm, Milberg Weiss Bershad Hynes & Lerach, appears
to have increased its significance nationally and in California in particular.

Milberg Weiss' appearance ratio nationwide stood at approximately 31% prior to the Reform Act.
Aggregating parallel federal and state activity, Milberg Weiss’ appearance ratio today stands at about
59% nationwide and 83% in California. Milberg Weiss' increased significance can be explained by
the fact that it is likely the best capitalized plaintiffs’ firm and therefore best able to finance the
delays associated with slower procedures under the Reform Act. It also has the most diversified
portfolio of plaintiffs’ claims and is therefore better able to absorb the risk associated with litigation
under the new regime. In addition, it is best situated to internalize the externalities associated with the
need 1o invest (o create new precedent interpreting the Reform Act's novel provisions.
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Seeurities Litigation Retorm: The First Year's Experience

In the courthouse, judges appear to be resolving legal questions regarding the interpretation of
the “strong inference” requirement in favor of plaintiffs. '

The most frequently litigated issue to date—the interpretation of the “strong inference” pleading
requirement—nhas with but a single exception been uniformly interpreted to apply the Second Circuit
standard, not some higher pleading requirement. This is the position espoused by plaintiffs.
Moreover, no complaint subject to the “strong inference™ pleading standard has been dismissed
without permitting plaintiffs the opportunity to replead a material portion of the claims asserted in the
original complaint. _ .

The growth of parallel state and federal litigation, with concomitant disputes over discovery
stays and other matters, suggests that attention to federal preemption issues is warranted.

In addition to'the growth in “pure” state class action fraud claims, at least 28% of federal class action
securities fraud cases also have pending parallel state securities fraud class action claims. Parallel state
court securities fraud class actions were quite rare prior to the Reform Act. This parallel litigation
appears to be brought to avoid the Reform Act stay on discovery, and perhaps for other strategic and

settlement-related reasons as well. This boom in state class action securities fraud litigation raises .

issues regarding the optimal coordination of federal and state litigation regimes and suggests that a
systematic review of the issue by Congress is in order.
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Seeurities Litigation Refonn: The First Year s Experience

. INTRODUCTION AND OVERVIEW

The Private Securities Litigation Reform Act of 1995 (the “Reform Act” or the “Act™) took effect
on December 22, 1995,! after Congress for the first time overrode a veto by President Clinton. The
Act put in place a variety of procedural and substantive hurdles aimed at curtailing what its
proponents considered abusive practices in class action securities fraud litigation. For example, the
Act creates a heightened pleading standard that generally makes it more difficult for plaintiffs to file
allegations of securities fraud without having solid information beforehand on ‘which to base such a
claim. Hand-in-hand with this provision, the Act also provides for a stay of discovery while a motion
to dismiss is pending. With the stay, Congress sought to prevent plaintiffs from building their case
solely on information provided by defendants during discovery and to address the concern that in the
past, innocent defendants may have been induced to settle meritless claims simply to avoid the high
cost of discovery.

To address concerns about the influence of “professional plaintiffs” and class action attorneys, the
Act contains a “lead plaintiff” provision and class notification process aimed at giving the plaintiffs
with the largest financial interest at stake (presumably, institutional investors) the right to control the
course of the litigation and to select lead counsel for the class, subject to court approval. The Act also
creates a limited “safe harbor” for the release of forward-looking information about a firm's
prospects. Congress provided the safe harbor to prevent companies from being subjected to class
action securittes litigation simply because their forecasts proved inaccurate, regardless of any proof of
intent to mislead or the presence of appropriate cautionary language.

These and many other provisions of the Reform Act were hotly contested by plaintiffs’ counsel,
issuers of publicly traded securities, accounting firms, the Securities and Exchange Commission, state
securities regulators, and many other constituencies.® Opponents of the legislation bemoaned its
passage and questioned the extent of the perceived problems. They predicted that the United States’
securities markets would become a magnet for fraud and that meritorious litigation would no longer
be heard in federal courts.

! Pub. L. No. 104-67. 109 Stal. 737 (1995} (10 be codified at 15 U.S.C. 8§ 77a et seq.).

2 . - - - -

= For an overview of the lepislative process leading up to the enactment of the Reform Act. see John W. Avery. Securitics
Litigation Reform: The Long and Winding Road to the Private Securities Litigation Reform Act of 1995, 51 Bus. Law. 335
(1996).
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Sccurities Litigation Retorm: The First Year's Experience

This article is a first attempt at an empirical analysis of the litigation patterns observed since the
adoption of the Act, and a comparison with experience that preceded the Act's adopiion. In
particular, this article focuses on the changes in the number and nature of actions commenced in the
year following passage of the Act (December 22, 1995 through December 31, 1996), as well as
judicial interpretation of the Act through January 31, 19972

This twelve month period is short given the historic life cycle of securities fraud litigation.* Indeed,
procedural delays associated with some of the Reform Act’s more novel provisions—such as the class
notification process, lead plaintiff selection procedures, and stays on discovery—are likely to slow the
litigation process further. In additjon, disputes over the proper interpretation and application of many
of the Reform Act’s innovative provisions—such as new pleading standards, discovery stays, and the
scope of the safe harbor—are already generating uncertainty and will further slow the litigation
process, at least until generaily accepted precedent evolves.

The data that underlie this report are therefore, by their very nature, preliminary and suggestive, and
can describe only the earliest phases of the litigation process. The data do not, to any significant
degree, describe the outcome of motions for summary judgment, settlements, or verdicts because
relevant data are either unavailable or too sparsé to support a reliable inference.s This research will,
however, be updated on a regular basis to reflect ongoing experience with the Act, including the
progress of litigation, settlements, and verdicts. We will also introduce more detailed statistical
analyses of the characteristics of the companies being sued. Updates on this research can be found at
the following Internet address: http://securities.stanford.edu/report.

This report seeks primarily to measure and to explain observed patterns in litigation behavior. It does
not offer policy judgments regarding the desirability of observed trends or of the merits of litigation
filed under the new Act. The debate over class action securities fraud litigation often has been heated,
and Senator Dodd has observed that conflicting constituencies often are unable to agree even on “the
basic facts.™ We hope that this report and its successors can serve as an objective point of reference
that provides common factual ground for all parties in this continuing debate.

The remainder of this report is organized as follows: Sections II through IX compare the pre- and
post-Reform Act experience in terms of litigation rates, characteristics of companies that have been
sued, nature of frauds alleged, incidence of claims alleging trading by insiders, incidence of claims
alleging fraud in initial or follow-on public offerings, the role of plaintiff law firms, the geographic
incidence of litigation, and settlements. Section X discusses judicial interpretation of the Act. Section
XI provides concluding comments and a brief discussion of the policy issues raised by this review.

3 This includes what we belicve to be a complete census of all decisions rendered in federal court, as well as the state court
decisions of which we are aware that are relevant to the interpretation or operation of the Reform Act’s provisions.

*Ina recent Federal Judicial Center study. the median time from filing to ultimate disposition for a sample of 103 federal
class action sccurities fraud cases was 21.7 months. THOMAS E. WILLGING, FEDERAL JUDICIAL CENTER, EMPIRICAL STUDY OF
CLASS ACTIONS IN FOUR FEDERAL DiSTRICT COURTS 117 (1996).

3 We are aware of {ive settlements and seven decisions on motions to dismiss in actions filed during the study period. See
infra Scctions [X and X.

6 Private Litigation Under the Federal Securities Laws: Hearings Before the Subcomm. on Securities of the Senate Comum. on
Banking. Housing. and Urban Affairs, 103d Cong.. Ist Sess. 280 (1993) [hereinafter Private Litigation Under the Federal
Securities Laws] (Statement of Senator Dodd).
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Sceurities Litigation Retorm: The First Year's Experience

Il. LITIGATION RATES

Perhaps the most basic question regarding the impact of the Reform Act is whether it has caused a
decline in class action securities fraud litigation. To measure changes in litigation activity, we focus
on the number of issuers sued rather than the number of class action complaints filed.? In a typical
class action securities litigation, a single issuer will be sued in multiple complaints filed by different
named plaintiffs represented by different plaintiffs’ law firms. These complaints are generally
consolidated and litigated as a single proceeding. The number of issuers sued is therefore a superior
predictor of the volume of post-consolidation litigation, of the costs imposed by litigation, of
recoveries by plaintiffs, and of the number of dispositions either by dismissal, settlement, or verdict.

Because the Reform Act is a federal legislative initiative that may or may not preempt state law,
plaintiffs may attempt to avoid the heightened pleading requirement and other provisions of the
Reform Act by seeking alternative remedies through state court proceedings. If these alternative
remedies are equally effective, we should observe a substitution effect that simply shifts litigation
from the federal forum to state court without reducing the aggregate incidence of filings. To the
extent that state court causes of action are less attractive than federal claims, the substitution effect
may be correfated with a decline in the aggregate volume of litigation. The Reform Act's effect on
overal] litigation rates can therefore be measured only by aggregating post-Reform Act litigation
activity at the federal and state level and comparing that litigation rate with aggregate federal and state
activity prior to the Act.

The aggregate litigation rate must also distinguish between- issuers sued in state court only—cases
which provide strong indicia of substitute litigation—and issuers sued in paraliel federal and state
court proceedings, a pattern which may be characteristic of litigation strategies unrelated to a pure
substitution effect. In addition, issuers can be sued in state court on derivative claims which are not
subject to the provisions of the Reform Act. The state court data must therefore be carefully filtered
to identify only those claims and causes of action which are either substitutes for or parallel to claims
that could otherwise be asserted as federal class action securities fraud claims. '

7 Information on issuers sued in securities class actions was obtained from a number of sources. The Reform Act simplified
our data collection efforts in this regard because it requires that plaintiffs fiting class action complaints in federal court
publish a notice in either a widely-circulated, national. business-oriented publication or a wire service advising pulative
class members of the pendency of the action, the claims asserted, and the purported class period. 15 US.C. §§ 77z-
1) A), TBu-4(a)(3)(A). We have searched for these notices, which to date have tended to appear in Business Wirc or as
legal notices in lnvestors Business Dailv. We have supplemented review of these sources with computer searches of the
Westlaw news database, Nexis, the LEXIS SEC filings database, and Securities Class Action Alert.
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The data described below suggest that the Reform Act has al most only modestly reduced the
aggregate rate of securities class action fraud litigation, but has induced a material substitution effect
that may have shifted weaker claims to state court. The data are also consistent with the hypothesis
that the Reform Act and the Supreme Court’s recent decision in Matsushita v. Epstein* may have
created strategic incentives to file paralle! state and federal actions against a company in order (o gain
advantage in discovery and settlement.

Federal Litigation Rates

-~

Between December 22, 1995, and December 31, 1996, at least 109 companies were named as
defendants in securities fraud class actions filed in federal court. Appendix A lists the companies sued
in federal complaints and notes the dates of the first identified filings and the courts in which the
litigation was brought. Cases were included in the database if we were able to obtain information
concerning the filing date, the parties, the court in which the action was filed, and the nature of the
allegations.’ Table | presents the total number of companies sued per calendar quarter in 1996 and
shows that the filing rate of sixteen in the first quarter of 1996 was approximately half the average
quarterly rate of thirty-one recorded in the remaining three quarters of the year.

Table 1

Federal Court Litigation
December 22, 1995-December 31, 1996

Companies

Sued
December 22, 1995-March 16
April-June 28
July—September 34
October—December ' 31
Total 109
Annualized Federal Litipation Rate 124

Based on April-December Filing Rate

The low filing rate in the first quarter of 1996 appears to be the consequence of both an inventory
effect and a “learning curve” effect. Anecdotal evidence suggests that there was a significant
tncrease in the filing rate for securities class action litigation in the period just prior to passage of the
Reform Act, as plaintiffs’ attormeys sought to avoid application of the Act to cases they were
preparing to file." This phenomenon would have decreased the number of securities class action
cases filed during the first quarter of 1996 if cases that would have otherwise been filed during that
period were instead filed in December 1995 to beat the Reform Act's effective date. The relatively.
fow filing rate in the first quarter may also be the result of a leaming curve effect, whereby plaintiffs’

B 116 5. Ci 873 (1996).

9 There arc several cascs for which at lcast onc piece of this information was unavailable. These cases werc omitted from the
study. Qur estimates of litigation activity are therefore conservative,

'% Richard 8. Schmitl, Laws fiended to Limit Suits Clog Up Couris, WALL ST. J., Jan. 24, 1996, at BI.
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attorneys delayed filings until they had analyzed how to best plead cases under the Reform Act’s new
provisions and resumed activity once they had developed pleading strategies that they believed were
more suitable to the new statutory environment.!? '

The filing rate that prevailed during the last three quarters of 1996 is therefore likely a better
predictor of the overall post-Reform Act litigation rate. Extrapolating from the last nine months of
1996 suggests an annual rate of 124 companies named in federal securities fraud class actions.

Obtaining a measure of the pre-Reform Act filing rate, however, is not so straightforward.!* The
traditional source of statistical information conceming overall civil and criminal filing rates in federal
court are the yearly statistical abstracts of litigation activity published by the Administrative Office of
the United States Courts. The legislative history to the Reform Act contains Administrative Office data
suggesting that for fiscal years 1990 and 1991, 315 and 299 securities class actions were filed,
respectively.!? These statistics are not reliable, however. The Administrative Office data are generated
from tabulations of Civil Action Cover Sheets that are completed by the counsel filing the complaint.
It is common practice for more than one complaint to be filed against a company alleged 1o have
committed a fraud and for those complaints to be later consolidated into a single action. In some
situations as many as fifteen complaints may be filed against a single company, and all may later be
consolidated.! To the extent that each counsel filing a complaint that is later consolidated into a
single action also files a Civil Action Cover Sheet identifying a securities fraud class action, the
Administrative Office data may overstate the volume of litigation activity by inciuding duplicative
lawsuits in the count.

At the same time, however, Administrative Office data can also understate litigation activity because
plaintiffs’ counsel can fail to identify their claims accurately on the Civil Action Cover Sheet as
securities fraud class actions. A recent Federal Judicial Center study of all terminated class action
litigation in four district courts from July 1, 1992, to June 30, 1994, concluded that the
Admintstrative Office data tended to undercount substantially the amount of class action litigation.!s
There appear to be no reliable techniques that can be applied to the Administrative Office data to
generate accurate estimates of the number of issuers that historically have been sued in federal courts
alleging class action securities frauds. We therefore do not rely on these data.

' The 1997 daia compiled 1o date support these hypotheses. In January 1997, at feast fourteen companies were sued in
federal securities fraud class actions. By comparison, only five companics were sued in January 1996, and the number of
companies sued in January 1997 is only two less than were sued in the entire first quarter of 1996,

'2 During the Congressional debates over securities litigation reform, Senator Dodd, at the time the Chair of the Senate
Subcommiltee on Securities of the Committec on Banking, Housing, and Urban Affairs, commented that the
academic and other experts who had done studies on top of studies on securities litigation ... disagreed as to the
facts.
Conscquently, after a long hearing...we found no agreement on whether there is in fact a problem, the extent
of the problem, or the solution to the problem. In my experience with this subcommitiee, I've never encountered
an issue where there is such disagreement over the basic facts. We often argue about policy, we argue about
ideology. we often argue about politics. but it is rare that we spend so much time arguing about basic facts.

Private Litigation Under the Federal Securities Laws, supra note 6, at 280; see alse WILLGING, supra note 4, at 199
(conciuding that “in the recent past there were no reliable national data on the number of class action filings and
terminations in the federal courts.™).

'3_ Private Litigation Under the Federal Securities Laws, supra note 6, at 121 (Prepared Statement of William R. Mclucas,
Dircctor. Division of Enforcement, United States Securities and Exchange Commission).

'+ This is the casc in the post-Reform Act securities fraud litigation involving the shares of Vista 2000.

bs WILLGING. supra note 4, at 198-99. The Federal Judicial Center study documented thai thc Administrative Office data
identificd only between one-fifth to one-half of the class action activity in the four districts.
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Instead, for estimates of baseline data describing the volume of litigation activity prior to passage of
the Reform Act, we tum 1o two surveys that tabulate different measures of federal class action
securities fraud litigation activity but generate highly consistent measures of average litigation rates
over the five year period spanning 1991 through 1995. First, as described in Table 2, a survey of
federal court filings of security class action suits found a range of 153 to 220 filings per year, with an
average annual litigation filing rate of 177 filings per year. Second (also in Table 2), a survey of total
dispositions of federal class action securities fraud litigation shows a range of 138 to 220 dispositions
per year, with an average of 176 dispositions per year over the 1991-1995 period. While annual
disposition rates can differ dramatically from annual filing rates because of unstable lags in the
litigation process, in a steady state the number of filings per year will, on average and oyer time, equal
the number of dispositions of securities fraud class actions per year, whether by settlement, motion to
dismiss, summary judgment, jury verdict, or other means. Taken together, the two surveys support an
estimate of 176.5 filings per year in the five years prior to the effective date of the Reform Act.

Table 2

Average Annual Litigation Rates
Pre-Reform Act

Federal Court Total
Filings's Dispositions'?
1991 : 153 138
1992 192 156
1993 158 173
1994 220 191
1995 162 220
Total 885 878
Annual Averare 177 176

At this stage, the natural inclination is to compare the volume of 1996 litigation reported in Table |
with the baseline data reported in Table 2 and conclude that the volume of litigation has decreased
from approximately 176 companies per year to either: (a) 109 companies per year (a 38% decline)
based on observed annual filings; or (b) 124 companies per year (a 30% decline) based on an
annualized litigation rate that ignores the low-level first quarter activity due to potential inventory and
learning curve effects. Either interpretation of the data is fundamentally flawed because much of this
decline appears to be the result of a substitution effect from federal to state court proceedings.

'® Denise N. Martin, et al., Recent Trends 1V What Explains Filings and Settlements in Shareholder Class Actions?
(National Economic Rescarch Associates, Nov. 1996} at Table 1.

17 f4. at Table 5.
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‘State Litigation Rates

It has historically been more profitable for plaintiffs to initiate class action securities fraud litigation
in federal court rather than in state court. Counsel with substantial experience in litigating securities
fraud matters suggest that the volume of class action securities fraud litigation in state court has, until
passage of the Reform Act, been de minimis.'® Four recent developments, however, suggest an
increased incentive o initiate class action securities fraud litigation in state court either instead of or
in addition to federal litigation.

First, the new pleading requirements, rules governing joint and several liability, discovery stays, and
other provisions of the Reform Act impose costs on plaintiffs that can potentially be avoided in state
court. To the extent that the Act shifts the relative profitability of class action litigation in favor of
state court, there should be a substitution into state court from federal court. For the defendant,
however, the burdens and costs of defending against a state law claim aré likely just as large as those
in a federal action, and the size of a settlement or judgment can also be just as great.

Second, the automatic stay of discovery contained in the Reform Act provides an incentive to file a
parallel state law action as a means to avoid the federal stay. Recent litigation suggests that this
incentive is in fact at work. State actions filed for this reason are not, however, a measure of increased
litigation activity, rather they are evidence of a new litigation strategy. Any attempt to measure the
effect of the Reform Act on class action securities fraud litigation activity must therefore be careful to
distinguish between state cases that represent new claims against companies not otherwise sued in
federal court and parallel claims that are brought primarily for strategic advantage. Nonetheless,
parallel state actions represent an increase in the costs of litigation to the extent that the Act provides
an incentive to file duplicative actions. '

Third, the Supreme Court's recent decision in Matsushita v. Epstein's may strengthen the incentives
to file substitute or parallel claims by establishing that state court settlements may discharge federal
securities law claims that could otherwise only be brought in federal court. A plaintiff who seeks to
avoid the new settlement procedures adopted in the Reform Act, who prefers not to deal with the lead
plantiff designated in the federal action, or who otherwise concludes that a more favorable settlement
may be available in the state forum, may attempt to resolve all federal and state claims through state
procedures that may not respect the Reform Act's innovations. :

3 [t is important to distinguish state securities class actions from state derivative actions that “piggyback” on the filing of
a federal count class action. Derivative actions filed in the wake of a class action suit are not uncommon and typically allege
that the company’s officers and directors violated their fiduciary duties by exposing the company to litigation expenses and
potential liability in the securities class actions. See Joseph A. Grundfest and Michael A. Perino, The Pentiin Papers: A
Case Study of Collective Institutional Investor Activism in Litigation, 38 ARIZ. L. REV. 559, 590-91 n.171 (1996). By
contrast. state sccurities class actions assert cither: (i) a claim invelving an IPO or follow-on offering under the Securitics
Act of 1933; or {ii) a state common law or Blue Sky claim alleging fraudulem activity in conncction with the purchasc or
sale of a sccurity,

9116 5. Ci. 873 (1996).
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Fourth, the prospect of passage of California’s Proposition 211, a ballot initiative that sought to
establish California state securities laws that were substantially more plaintiff-favorable than current
federa! law, may have also increased the incentives to commence litigation in California state court.20
With the defeat of Proposition 211 in November of 1996, this incentive to file in California state court
is not currently present. The pendency of Proposition 211 may therefore be the cause of a transitory
and non-recurring increase in the volume of California state litigation activity.

Because plaintiffs are not required to disseminate notice of the filing of state court securities class
actions, it is difficult to obtain accurate information on the number and nature of these state court
cases.?! As a resuit, the data upon which this report is based may significantly undercdunt the actual
number of state court filings, particularly for state court cases outside of California. For this reason,
we do not attempt to draw any conclusions from these data concerning seasonal filing rates or trends
in state court filings. Nonetheless, the available evidence suggests a significant increase in state
litigation activity over the de minimis levels of prior years.2? Table 3 shows that from December 22,
1995, to December 31, 1996, sixty-nine companies were sued in securities fraud class action lawsuits
filed in state court.23 Of these, thirty-nine were sued solely in state court with no parallel federal
complaint in 1996. Although some of this increase in activity may be due to factors like Proposition
211, it appears that a significant portion-of this increase is in some way attributable to the Act.

Table 3

State Court Litigation
December 22, 1995-December 31, 1996

Companies
Sued

Number of Companies Sued in State Court 69
(adjusted for multiple state court filings)
Number of Companies Sued in Both Federal 30
and State Court
Number of Companies Sued Solely in 39
State Court

20 Proposition 211 was defeated in elections held on November 5, 1996. Elizabeth Corcoran, California Voiers Reject
Propasition 211: Silicon Valley Fought Measure Making Shareholder Fraud Suits Easier, WASH. POST, Nov. 7. 1996. at D3:
Greg Lucas. Prop 211 Loses By Wide Margin, S.F. CHRON., Nov. 6, 1996, at A9.

?' See Appendix B for a list of the companies we have identified in state complaints, along with the filing dates, the couris
u:lwh:qh the litigation was brought, and whether there is a parallel federal complaint arising out of the same factual
allegations,

22 Nation Bricfiv: Federal Tort Law Seems 1o Increase State Cases, ORANGE COUNTY REG.. Jul. 23, 1996. at C3: Patrice
Dugean Samucls. tnvesting It: Litigation Law Creates Work for Disclaimer Writers, N.Y . TIMES. Apr. 14, 1996, at § 3, at 3.

23 This i i i i i
15 N1gure is adjusted to account for companies that were sued in more than one state.
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Table 4 describes actual and estimated class action securities fraud litigation rates in federal and state
courts. We have observed a total of 148 companies actually sued in state or federal court in the study
period, after eliminating double-counting due to the presence of parallel state and federal
proceedings. Annualizing the April through December federal litigation rates yields an expecied total
of 163 companies sued in federal and state court. These figures represent a decline of 7% to 16%
when compared to the average number of filings and dispositions in the period from 1991 through
1995. However, the 1991 though 1995 data demonstrate a significant range, and the 1996 data are
not materially different from the data for 1991, 1993, and 1995, when filings were 153, 158, and 162,
respectively. : -

Table 4

Actual and Estimated Litigation Rates in
Federal and State Court Based on 1996 Data

Extrapolated
Rate Based on
April~-December
Actual Litigation  Federal Filings -

Federal 109 124
State 39 39
Total 148 163

It is too soon to draw any firm conclusions from these data with respect to the effect the Reform Act
has had on the aggregate number of securities class action lawsuits filed per year. The difficulty in
drawing such conclusions is compounded by the difficulties associated with obtaining a complete
census of state court class action activity. Nonetheless, these data suggest that the Reform Act appears
to have had a modest effect at best on aggregate securities litigation activity. The more significant
effects associated with the Reform Act appear to be the substitution effect that has shifted the venue
for much of this litigation from federal to state court and the newly created incentives to file paralle]
litigation in state court.
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. CHARACTERISTICS OF THE COMPANIES SUED

In addition o questions concerning the Act's effect on the level of securities litigation activity,
another important question is whether the Act has caused any material decline in the rumber of
“meritless” lawsuits. Direct evidence on this issue may be difficult to obtain, particularly in light
of disputes between plaintiff and defendant constituencies as to whether any individual claim has
merit. Nonetheless, an investigation of the market characteristics?* of the firms sued before and
after the Act reveals interesting patterns that may, over time, shed light on the extent to which
plaintiff class action securities fraud litigation is, or is not, “merit-driven.”

Market Capitalization

Data on the capitalization of companies named as defendants in federal class action securities
fraud litigation suggest that issuers sued since the Reform Act became effective are, on average,
smaller than issuers that were sued prior to the Reform Act. The reduction in the size of the
average defendant issuer appears to be attributable entirely to a dramatic decline in litigation
against the largest issuers, i.e., those with a market capitalization in excess of $5 billion.

Table 5 presents data comparing the size of issuers sued before and after the effective date of the
Reform Act. The mean market capitalization of issuers sued in cases raising Section 10{(b) claims
but no Section 11 claims prior to the Reform Act was approximately $2,080 million, with a
median of $180.0 million. Since the effective date of the Reform Act, the mean capitalization of
issuers sued in comparable Section 10(b) cases has dropped to $529.3 million while the median
‘has increased to $193.0 million.

3 Basic firm characieristics. including measures of market capitalization. stock price declines, and beta were calculated
using information obtained from Bloomberg for a number of different sub-samples of the sixty-five companies named
in post-Reform Act complaints we were able to obtain. These complaints are listed in Appendix C. Appendix D
describes these sub-samples. A number of companies were climinated from the samples when calculating marker
caputalization. stock price declines, and beta because of insufficient information. Appendix D also contains a
description of the companies climinated and the reasons for their elimination. Market capitalization was calculated for
the day before the stock price decline around the end of the class period (day t-1) using Bloomberg's historical price
and Edgar filing functions. Daily stock price return on the day of this stock price decline (day 1) was also calculated
using the historical price function. For those cases thal did not have a stock price decline around the end of the class
period, t-1 is defined 1o be the tast day of the class period. Finally, Bloomberg's beta function was used to obtain stock
beta over the 125 day period ending on 1-1. Beta was calculated by regressing daily stock price returns on S&P 500
index returns.

L ey
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Table 5

Market Capitalization
Pre- and Post-Reform Act

Standard
Sample Mean Median  Deviation
Size (Millions)  (Millions) _ (Millions)

Section 10(b)/No Section 11

Pre-Reform Act Simmons 166 $2,080.0 $180.0 §716.0

Sample?® _ -

Post-Reform _Act Sample 45 3$529.3 $193.0 S§787.5
Section 10(b) and/or Section 11

Pre-Reform Act Jones and 200 $1,264.0 $247.0 S3,691.0

Weingram Sample of Litigation
Following Stock Price Declines

2 10%?2¢
Post-Reform Act Sample ' 58 $467.0 5173.0 §725.0
Post-Reform Act Sample of 53 5496.0 S175.0 $751.0

Litipation Following Stock Price
Declines 210%

As is apparent from Table 6, this sharp decline in mean capitalization accompanied by relative
stability in median capitalization is almost entirely attributable to the absence in the sample
studied of any litigation against issuers with a capitalization in excess of $5 billion.?” Preliminary
analysis thus suggests that the Reform Act has cut off the tail of the size distribution of defendant
firms by sharply reducing claims against the largest firms.

-

35 Laura E. Simmons, database compiled for doctoral dissertation, Rule 10b-5 Litigation: An Examination of Merit and
Nonmerit-Based Factors Associated with Litigation Quicomes (Aug. 1996) (on file with authors) [hereinafter Simmons
Database].

26 CHRISTOPHER L. JONES & SETH E. WEINGRAM, THE DETERMINANTS OF 10b-5 LITIGATION RIsK (John M. Olin Program in
Law and Economics, Stanford Law School, Working Paper No. 118, June 1996} at Table 3 [hereinalter Determinanis of
10b-5 Litigation Risk].

3? Al lcast one company sued in federal court in 1996, United Healthcare, has a markel capitalization in cxcess of $5
billion. That action has already been voluntarily dismissed. See infra Section 1X. The market capitalization figures
discussed herein will be updated 10 encompass all companies sued in federal court in 1996.
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Table 6
Breakdown of Market Capitalization Samples

Pre-Reform Act Post-Reform Act
Simmons Sample?® Sample

Capitalization (Millions) Observations  Percent  Observations  Percent

Under $100 54 32.53% 12 26.67%
S100-8199 31 18.67% 11 24.44%
£200-35499 30 18.07% 7 15.56%
$500-3999 20 12.05% 9 20.00%
$1,000-54,999 ' 17 10.24% 6 13.33%
Over $5,000 14 8.43% 0 0.00%
Total 166 100.00% 45 100.00%
Mean 32,080.0 $529.3

Median $180.0 $193.0

Standard Deviation $716.0 $787.5

Because the average IPO has a smaller capitalization than the average firm already traded on the
market, we expect that the pre- and post-Reform Act differentials in size of defendant firms
would diminish if capitalizations are calculated for pooled Section 10(b) and Section 11 claims.
Table 5 indicates just such an effect, but demonstrates that post-Reform Act defendant firms are,
on average, still significantly smaller than defendants sued prior to the Reform Acl's effective
date.

As explained in detail below, this new pattern in defendant selection is consistent with our
observation that the preponderance of post-Reform Act litigation involves allegations of
accounting irregularities and trading by insiders.2® Larger, more established firms are less likely
sources for material accounting irregularities or statistically significant trading by insiders. Larger
firms are therefore less likely to be named as defendants. In addition, the stock market has
experienced a substantial increase in value since the effective date of the Reform Act, with much
of the market's strength centered on the most well-capitalized issuers. Between December 29,
1995, and December 31, 1996, the total returns for the S&P 500 were 22.92%. In contrast, the
returns for the Russell 2000 Index were 16.52% over the same period.3° That price pattern is also
consistent with a shift toward litigation targeting smaller issuers.

Recent speculation that plaintiffs’ class action law firms are avoiding litigation against the largest
issuers because of concerns regarding the vigor with which they will defend such litigation is

therefore not necessarily correct. Other factors may be sufficient to explain this pattern in the
data.

28 Sinunons Database. supra note 25.
2% See infra Scetions 1V and V.
™ Both figures include dividends reinvested monthly.
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Stock Price Declines Associated With Litigation

Among the more controversial claims made in the debate leading up 1o adoption of the Reform
Act was that a significant stock price decline was frequently sufficient to trigger a class action
securities fraud claim.?' Recent research suggests that this assertion is overstated3? A more
accurate characterization is that a significant stock price decline over a short period of time can
be a necessary but not sufficient condition leading to class action securities fraud litigation,

Analysis of data describing litigation instituted since the Reform Act became effective suggests
that, whatever the causal mechanism linking stock price declines and the institution of class action
securities fraud litigation, the decline triggering post-Reform Act litigation is greater than the
decline triggering pre-Reform Act litigation. As illustrated in Table 7, the average one-day stock
price decline around the end of the class period in a sample of 161 pre-Act cases alleging
violations of Section 10(b) but not of Section 11, was approximately 19%. A sample of forty-six
equivalent post-Reform Act lawsuits indicates an average one-day decline around the end of the
class period of about 31%.

Table 7

Stock Price Declines
Pre- and Post-Reform Act

Standard
Obsenvations Mean Median Deviation
Section 10(b)/No Secticn 11
Pre-Reform Act Simmons Sample?3 161 -19.32% -17.54% 14.32%
Post-Reform Act Sample 46 -30.68% _ -28.18% 19.07%
Section 10(b) and/or Section 11
Pre-Reform Act Jones and Weingram 200 -24.80% -21.40% 13.40%
Sample of Litigation Following Stock
Price Deciines 2 109
Post-Reform Act Sample of Litigation 54 -33.50% -31.50% 15.40%
Following Stock Price Declines = 10%
Post-Reform Act Sample Without Regard 59 -30.70% -29.00% 17.60%

to Level of Price Declines

A similar increase in stock price declines is found if Section 11 and Section 10{b) cases are
pooled in a single sample. A study of 200 class action lawsuits instituted after 10% price declines
finds that the average decline surrounding the end of the class period was 24.8%.35 The
equivalent statjstic for a sample of fifty-four post-Reform Act cases shows a decline of 33.5%. A
sample of fifty-nine post-Reform Act cases, which includes five cases brought after one-day
declines of less than 10%, shows a one-day average decline of 30.7%.

M See H.R. CoNF. REP. NO. 369, 104th Cong., Ist Sess. 31 (1995), reprinted in 1995 U.S.C.C.A.N. 730.
32 Determinants of 10b-5 Litigation Risk, supra nole 26.

A} Simmons Database. supra note 25.

Y Determinars of 10b-5 Litigation Risk. supra note 26, at Table 3.

M 1d.
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This increase in one-day stock price declines observed around the end of the class period is
consistent with the theory that plaintiffs must, on average, demonstrate more dramatic
wrongdoing in the post-Reform Act environment in order to satisfy the new federal pleading
standard. Further statistical analysis is necessary, however, to support this conjecture. In particular,
it would be vatuable 1o know whether the average stock price decline associated with state court
filings that have no parallel federal claims are systematically smaller than those associated with
federal claims.

Beta of Defendant Issuers

Beta is a measure of the riskiness of a given firm's stock based on correlatioft between the
movement of its stock price and the movement of a broad-based stock market index. A beta in
excess of one indicates greater than average risk in that the stock price tends to move more
dramatically than the index as a whole, while a beta of less than one indicates below-average risk
in that the stock price tends to move less dramaticaliy than the index as a whole.

Preliminary analysis of a sample of forty-six companies suggests that companies sued after the
Reform Act are riskier than the market, with an average beta of 1.39, but perhaps no riskier than
the targets of pre-Reform Act litigation, with average betas varfously reported as 1.190,3¢ 1,257
1.408.%8 Thus, while targets of class action securities fraud litigation continue to be riskier, on
average, than the market index as a whole, the data do not yet indicate a systematic change in the
average beta of target companies.

The Incidence of Litigation by Industry

High-technology companies were among the most vocal proponents of securities litigation
reform,’® in large part because experience prior to the Reform Act indicated that high-technology
companies were involved in a disproportionately large number of securities fraud class action
cases. One study of securities fraud class action litigation from 1989 through™ 1992 concluded
that high-technology companies were sued twice as often as firms in other industries.*® A study of
348 settlements of open-market fraud securities class actions found that 30.5% were high-
technology companies, 22.4% were in financial services, and 47.1% were in some other
industry ! Thus, an important question is whether the overall rate of litigation against high-
technology or other industries has changed in the post-Reform Act period.

* vVincent E. O'Brien, A Study of Class Action Securities Fraud Cases 1988-1996 at 8 (available a1
hup:flwww. lecp com/study 2. htm#aut).

37 LAURA E. SIMMONS, CORNERSTONE RESEARCH, THE IMPORTANCE OF MERIT-BASED FACTORS IN 10b-5 LMGATION Table 2
(Nov. 14, [996) (on file with authors) [hereinafter Merit-Based Factors).

38 Determinants of 10b-5 Litigation Risk, supra note 26, at Table 3.
39 See generally, Private Litigation Under the Federal Securities Laws, supra note 6.

49 CHRISTOPHER L. JONES AND SETH E. WEINGRAM, WHY 10b-5 LITIGATION RisK IS HIGHER FOR TECHNOLOGY AND FINANCIAL
SErvicEs FIrRmS -1 (John M. Olin Program in Law and Economics, Stanford Law School Working Paper No. 112, July
1996} (hercinafter Litigation Risk).

*1 Willard T. Carleton, et al., Securities Class Action Lawsuits: A Descripiive Study, 38 ARIZ. L. REV. 491, 497-98
(1996). Other studies have found similar or higher percentages of high-lechnology companies. Jones and Weingram
studicd a sample of 411 cascs and found 27.3% involved high-technology companics and 26% involved financial
scrvices companies. Determinants of 10b-5 Litigation Risk, supra note 26, at Table 2. Another study of 319 securitics
class action settlements found that 31.7% involved high-technology companies while 20.4% involved commercial
banking. finance, and insurance. In B] cases that were dismissed, 43.21% involved high-technology. Overall, 34% of
the cases studied involved high-technology companies. Frederick C. Dunbar, ct al., Recent Trends lil: Whai Explains
Settlements in Shareholder Class Actions? (National Economic Research Associates, June 1995) at Tables 6a & 6b
[hereinafier Recent Trends 1.
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To determine the post-Reform Act incidence of litigation activity by industry, we use the
Standard Industrial Classification (“SIC”) codes that were employed in the Jones and Weingram
(1996} study. We rely on the primary SIC codes listed on the issuer/defendant’s Form 10-K as it
appears in the LEXIS database or on company profiles contained in the LEXIS Company library.
Where no SIC information was available on-line for a paricular defendant, we rely on SIC
information compiled by the Center for Research in Security Prices ("CRSP™) at the University
of Chicago. .

Table 8 indicates that of the 109 issuers sued in federal court from December 22, 1995, through
December 31, 1996, approximately 34% are high-technology companies, an estimpate within the
range found in pre-Reform Act samples. The Reform Act thus seems to have had little effect on
the percentage of “high-tech” firms named in securities fraud class action lawsuits.

Table 8

Litigation by Industry
Pre- and Post-Reform Act

Jones and Weingram Post-Reform Act
Study*? Complaints
Industry Number Percent Number Percent
High-Technology 112 27.3% 37 ' ©33.9%
._Finance 107 26.0% 11 10.1%
QOther 192 46.7% 61 56.0%
Total 411 100.0% 109 100.0%

Actions involving finance companies constitute 10.19% of the complaints. In contrast to the rate of
litigation against high-technology companies, the rate of litigation against finance companies
appears to have dropped significantly. It does not appear, however, that this decrease is
attributable to passage of the Reform Act. This result is, instead, consistent with the results of
earlier studies which observed a decreasing rate of litigation against commercial banks#?
attributable primarity to the end of the savings and loan crisis and the associated reduction in loan
loss reserve litigation. 44 '

Y2 Determinams of 10b-5 Litigation Risk, supra note 26.
43 See, e.g.. Recent Trends 1, supra note 41, at 7.

*1 For suits alleging misrepresentations regarding loan portfolios and loan loss reserves. see generally Shields v,
CityTrust Bancorp, Inc.. 25 F.3d 1124 (2d Cir. 1994); Rainer v. Bennen, 1996 U.S. Dist. LEXIS 6259, Fed. Sec. L.
Rep. (CCH) 4 99.225 (E.D. Penn.. May 8, 1996); Grossman v. Texas Commerce Bancshares, Inc.. 1995 U.S. Dist.
LEX1S 13501, Fed. Sec. L. Rep. (CCH) 1 98.964 (S.D.N.Y.. Sept. 15, 1995); Lerner v. FNB Rochester Corp.. 841 F.
Supp. 97 (W.D.N.Y 1993); Goldberg v. Hankin, 835 F. Supp. 815 (E.D. Penn. 1993},
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IV. THE NATURE OF FRAUDS ALLEGED

Another measure of the impact of the Act on securities litigation is whether there have been
material changes in the frequency of particular allegations of fraudulent conduct. Qur analysis of
the nature of the frauds alleged is based on our review of sixty-five, post-Reform Act, federal
court complaints that we were able to obtain.* A comparison of these post-Reform Act
complaints and avatlable baseline data from pre-Reform Act cases suggests that there has been a
significant change in the frequency of particular allegations, apparently in response to the
Reform Act's new heightened pleading standard 46

As illustrated in Table 9, one of the most common forms of fraud alleged in the sixty-five
complaints analyzed are misrepresentations or omissions in financial statements which appear in
58.5% of the complaints. Thirty complaints (or 79% of those alleging false and misleading
financial statements) allege a violation of Generally Accepted Accounting Principals (“GAAP™).
Of the thirty-eight complaints alleging misrepresentations or omissions in financial statements,
thirty-six (or 95%) allege improperly recorded sales, revenues, or earnings. Allegations of
misstated financials account for 67.4% of the forty-six complaints that are based solely on
alleged Section 10(b) violations.

2]

4% We were unable to obtain every complaint filed against every issuer. While complaints filed against a single issuer
often contain substantially similar allegations, there may be variations in the allegations made or defendants sued
among the separate complaints, and our data may therefore undercount the incidence of centain types of claims. To
prevent an over-counting problem, our database consists of only one complaint for cach issuer sued. If we were able to
obtain more than onc complaint, we chose for our sample either: (i) the first complaint we reccived. or (i) if multipte
complaints were received at one time, the complaint that appeared to contain the most dctailed aliegations. Appendix
C contains a list of the complaints reviewed in our analysis.

6 Becausc a single complaint can contain multiple allegations of fraud, the total number of “violative acts”
constituting fraud exceeds the number of lawsuits filed.
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Table 9
Comparison of Allegations Contained in Pre- and Post-Reform Act Cases

Pre-Reform Act Post-Reform Act All Post-Reform Act
Tvpe of Allegation 10b-5 Cases 10b-5 Cases Cases

(174 Observations) (46 Observations) (65 Observations)
Number  Percent  Number  Percent Number  Percen:

Misrepresentations 59 33.9% 31 67.4% 38 58.5%
in Financial N
Statements

Trading by Insiders 36 20.7% 26 56.5% 34 52.3%
During Class Period

False ar Misleading N/A N/A 28 60.9% 42 64.6%
Forward-Looking
Statement

False or Misleading N/A N/A 3 6.5% 9 13.8%
Forward-Looking

Statement as Sole

Allegation

The frequency of these accounting-driven allegations appears to have increased markedly in the
post-Reform Act period. A study of 174 pre-Reform Act Section 10(b) cases found that only
33.9% of the sample contained allegations of misstated financials.*” This change in allegations
does not mean that there is more accounting fraud in the post-Reform Act period. The significant
increase in the number of cases involving misrepresentations and omissions n financial
statements, particularly those that allege improperly recorded sales, earnings, or revenues or a
GAAP violation, is consistent with the Reform Act’s higher pleading standard which requires
plaintiffs to plead facts giving rise to a strong inference of scienter, Plaintiffs may believe that
courts will be more likely to find that they have satisfied their pleading obligations in cases
involving such misrepresentations or omissions.

One 'unexpected result found in the complaints analyzed, however, is the significant number that
also contain allegations involving false or misleading forward-looking statements. The Reform
Act created a safe harbor for the release of forward-looking information in certain circumstances.
Indeed, one of the chief concerns expressed in the Act’s legislative history is that companies that
released forward-looking information in the pre-Reform Act period were susceptible to securities
fraud class actions if those forecasts proved to be inaccurate, regardless of any proof of the
company making an intentionally misleading forecast.*®* Nonetheless, as detailed in Table 9,
forty-two of the sixty-five post-Reform Act complaints analyzed (or 64.6%) contain allegations
of false forward-looking statements. Among the forty-two complaints alleging false forward-
looking statements, thirty-two (or 76%) allege that the misleading forward-looking statement
concerned earnings, sales, or revenue forecasts.

3T Meris-Based Faciors, supra note 37, at Table 2.
48 H.R. ConF. REp. No. 369, 1041th Cong.. st Sess, 42-43 (1995), reprinted in 1995 U.S.C.C.AN. 74]-42.
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One possible reason that aliegations of false forecasts remain a significant part of the litigation
landscape is that many of the forecasts alleged to be false occurred prior to the passage of the
Reform Act, making it unlikely that any of the companies complied with the safe harbor
requirements. It is also important to recognize that allegations of false forecasts were rarely the
sole allegation contained in the complaint. Indeed, only nine complaints (or 13.8%) had false
forward-looking information as the sole basis for their allegations of securities fraud. In the
sample of forty-six Section 10(b) cases that figure drops to three (or 6.5%). In the remaining
cases, allegations of false forward-looking statements, were combined with some other allegation
of fraud. Thus, where other allegations may be sufficient to satisfy the new pleading standards,
plaintiffs may consider that there is little downside in alleging false forecasts as weH.

It may also be significant that the nine complaints alleging false forward-looking statements as
the sole basis for liability all arose after June 1, 1996. These complaints were thus all filed after
the Central District of California’s May 21 decision in Marksman Partners, L.P. v. Chamal
Pharmaceutical Co.*® As discussed more fully below,’? that decision is significant because the
court’s interpretation of the new pleading standard was consistent with pre-Reform Act precedent
from the Second Circuit. The court rejected language in the Act’s legislative history suggesting
that the pleading standard was even more stringent than the Second Circuit’s interpretation. Some
plaintiffs’ attorneys may have taken this ruling to suggest that some forward-looking statement
cases might be able to survive even under the new pleading standard.

4% 937 F. Supp. 1297 {C.D. Cal. 1996).
50 See infra Section X.

3. L
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V. THE INCIDENCE OF ALLEGED TRADING BY INSIDERS

In addition to an observed increase in the frequency of allegations concerning misrepresentations and
omissions in financial statements, passage of the Act also appears to be correlated with an increase in
allegations of insider trading. As illustrated in Table 9, 52.3% of the complaints studied in this report
contain allegations of trading by insiders during the period the alleged fraud was alive in the market.
For the forty-six complaints brought solely under Section 10(b), the percentage rises to 56.5%. The
only pre-Reform Act study of which we are aware that analyzes insider trading patterns suggests that
insider trading allegations appeared in only 20.7% of a sample of 174 Section 10(b) pre-Reform Act
cases.’' This significant increase in alleged insider trading is consistent with the theory that plaintiffs
are increasingly relying on trading by insiders to support the “strong inference™ pleading
requirement of the Reform Act.

There also appears to be a significant correlation between the frequency of alleged trading during the
class period and the industry of the issuer.3? Table 10 shows that 73.1% of the complaints involving
high-technology companies contain allegations of insider sales, compared to approximately 38.5%
for all other issuers. Given that stock option compensation in the high-technology sector is more
.common than in other sectors of the economy, this finding is not surprising. At the same time,
however, this compensation practice also means that the baseline level of “normal” insider sales in
the high-technology sector is greater than in other sectors. It would therefore be incorrect to draw
any inference from these data that opponunistic behavior by insiders is more common in the high-
technology sector than in other sectors.

5 Simmons Database, supra note 25. This study differed from our study because it did not analyze complaints but instead
relied on case descriptions {rom Securities Class Action Alert, Class Action Reports, press aricles, and any available court
opinions.

Other studies have commented on the connection between insider trading and class action litigation. One commentator
ohserved that there appeared to be some correlation between securities suits and active trading by managemeni prior to a
decline in the stock -price. O Brien, supra note 36, at 8. The author, however, did not quantify the connection, and only
reported that “for most of the companies sued, management had been actively trading the company’s stock prior 10 the
decline in stock price.” Id. The author also noted that “no scientific study was done” to confirm whether there was indeed a
correlation. Al least one other siudy, however, has found no evidence that trading by insiders increases a firm’s litipation
risk., CHRISTOPHER L. JONES AND SETH E. WEINGRAM, THE EFFECTS OF INSIDER TRADING., SEASONED EQUITY OFFERINGS,
CORPORATE ANNOUNCEMENTS, ACCOUNTING RESTATEMENTS, AND SEC ENFORCEMENT ACTIONS ON 10b-5 LIMIGATION RISK (John
M. Olin Program in Law and Economics, Stanford Law School, Working Paper No. 139, Dec. 1996).

52 Indecd. our cslimates concerning the frequency of insider trading allegations may be somewhat skewed because our
sample of cases contains a slightly higher percentage of high-technology companics {(40% for the sample of sixty-five and
48% for the sampic of forty-six) than the entire population of 109 companies sued in 1996 (34%). Fuure versions of this
report will examine complaints in all filed class actions.
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Table 10
Allegations Contained in Post-Reform Act Cases by Industry

All Companies  High-Technology - Finance Other
(65 Observations) (26 Observations) (7 Observations) (32 Obsenagons)

Type of Allegation Number Percent Number Percent Number Percent Number Percent

Misrepresentations 38 58.5% 13 50.0% 2 28.6% 23 71.9%
in Financial

Statements -

Trading by Insiders 34 52.3% 19 73.1% 1 14.3% 14 43.8%
During Class Pertod

False or Misleading 9 - 13.8% 2 7.7% 2 28.6% 5 15.6%

Forward-Looking
Statement as Sole
+ Allegation

The observation that trading by insiders occurs even when there is no allegation of fraud raises an
important and as yet unresolved question with regard to the interpretation of the “strong inference™
pleading standard. If trading by insiders during a period when a fraud is allegedly alive in the market
is consistent with patterns observed in situations not involving fraud, how is a court to decide whether
such conduct will support a strong inference of a state of mind connoting scienter? The resolution of
this complex but exceedingly important issue—especially for the high-technology sector—will likely
require further statistical research and the evolution of additional legal doctrine refining the notion of
strong inference of fraud in the context of “plain vanilla” sales by corporate insiders.

L9
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VI. THE INCIDENCE OF CLAIMS ALLEGING FRAUD IN INITIAL OR.FOLLOW-ON
PUBLIC OFFERINGS

One possible consequence of the Reform Act would be to shift litigation toward claims that do not
come under the new heightened pleading standard.®? In particular, claims brought under Section
10(b) must adequately allege scienter, while Section 11 or Section 12(2) claims alleging fraud in
initial or follow-on offerings are not subject to this requirement. The heightened pleading
requirement thus imposes a differentially greater burden for pleading Section 10(b) claims than for
the pleading of Section 11 or Section 12(2) claims. One predictable consequence of the differential
pleading standard would be a shift toward Section 11 and Section 12(2} cases.

Prior 10 the Reform Act, approximately 21% to 24% of class action securities fraud cases involved
claims arising from the sale of securities in initial public offerings or follow-on offerings.’* Of these
underwritten offerings, IPOs accounted for approximately 14%* and follow-on offerings 8% to
10%.

To date, we have not observed any increase in the percentage of litigation raising claims of fraud in
the sale of securities governed by Section 11 or Section 12(2). In a sample of sixty-five post-Reform
Act complaints, fifteen (or 23%) alleged violations of Section 11 or Section 12(2). Allegations
involving IPOs are significantly more frequent, accounting for eleven of these claims. Subsequent
versions of this report will analyze all 109 companies sued in federal court in 1996 and state court
complaints that may assert Securities Act claims.

% Sce John C. Coffec. Jr.. The Future of the Private Securities Litigation Reform Act: Or, Why the Fat Lady Has Not Yet
Sung. 51 Bus. Law. 975, 1002-03 {1996) (noting this possibility).

3 Q'Brien, supra note 36, at 7 (estimate of 21-22%); Recent Trends i1, supra note 41, at Table 13 (estimate of 24%).
35 O Brien. supra note 36, at 7. '
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Vil. APPEARANCE RATIOS OF PLAINTIFF LAW FIRMS

It was generally understood that prior to passage of the Reform Act, a single law firm, Milberg Weiss
Bershad Hynes & Lerach (“Milberg Weiss”), played a dominant role as plaintiffs’ class action
counsel. Available data suggest that during the period from April 1988 through September 1996,
Milberg Weiss represented clients in approximately 31.4% of 842 class action securities fraud cases |,
pending nationwide 36

Since passage of the Reform Act, Milberg Weiss appears to have become even more dominant in the
class action securities fraud litigation process. As illustrated in Table 11, of the total of 109
companies sued in federal count, Milberg Weiss has entered an appearance in at least 51 of these
federal cases, for a national federal appearance ratio of 46.8%. If the national sample is expanded to
include state claims with parallel federal proceedings, we are able to identify Milberg Weiss
appearances in 64 of 109 cases, for a 58.7% appearance ratio.

Table 11

Milberg Weiss Appearance Ratios
December 22, 1995-December 31, 1996

Companies Milberg Weiss Appearance

: Sued Appearances Ratio
Federal Count Proceedings 109 51 46.8%
Parallel Federal and State Cournt Proceedings 109 64 58.7%
California Federal Court Proceedings 24 17 70.1%
Parallet California Federal and State Count 24 - 20 83.3%

Proceedings -

These naticnal appearance ratios understate Milberg Weiss' particularly active role in litigation
pending in Califgrnia federal and state courts. In the 24 cases identified as filed in a California
federal count, at least 17, or 70.1%, involve appearances by Milberg Weiss. If the California sample is
expanded to include California state court claims with parallel federal proceedings, we are able to
identify Milberg Weiss appearances in 20 of 24 cases, for a 83.3% percent appearance ratio.

50 gd 16

Nz
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These data must be interpreted with caution, however. In addition to the previous comments
regarding the preliminary nawre of this research, 1t is important to emphasize that an appearance
ratio should not be confused with a market share for several reasons. First, it is common practice for
many law firms to enter appearances on behalf of different plaintiffs in the same case. If the average
consolidated class action brings together claims filed by different law firms, then the aggregate
appearance ratio for the market as a whole will be greater than 100%. Any individual law firm’s
appearance ratio, calculated as a percentage of the market's aggregate appearance ratio, will therefore
be lower than its appearance ratio calculated on a stand-alone basis. At present, we lack a sufficiently
large sample of complete dockets to develop a reliable estimate of any firm’s appearance ratio as a
fraction of average aggregate appearance ratios.

Second, not all appearances are equal. Prior to the Reform Act, a lead counsel was often designated in
class action securities fraud litigation, and that lead counsel typically asserted disproportionate control
over the litigation and collected a disproportionate share of the fees awarded, if any, to plaintffs’
counsel in the litigation. It is generally believed that Milberg Weiss, which is the largest of the
nation's law firms specializing in class action securities fraud litigation, is often designated lead
counsel and often plays a dominant role in the prosecution of these claims. Accordingly, an
appearance by Milberg Weiss in any given lawsuit may, on average, indicate a greater influence by
that firm than any other making an appearance in the litigation. Again, however we lack data
necessary to adjust for this observation.

Third, the Reform Act established a procedure whereby a lead plaintiff has the obligation to select
class counsel subject to approval by the court.’? To the extent that the addition of this statutorily
mandated approval process either increases or decreases the probability of Milberg Weiss being
named lead counsel, or changes the dynamics of inter-firm management of plaintiff litigation,
appearance ratios observed prior to the Reform Act may have a significance that is different from the
appearance ratios observed since the Reform Act’'s effective date. In panicular, to the extent that
economies of scale for larger firms, such as Milberg Weiss, make it easier for them to attract coalitions
of plaintiffs willing to act as lead plaintiff and to designate Milberg Weiss as counsel, this provision of
the Act may increase the firm’s significance in the litigation process. On the other hand, to the extent
that large institutional investors step forward to influence the counsel selection process away from
Milberg Weiss, this provision may diminish Milberg Weiss' future influence. Again, we must await
further experience before drawing firm conclusions regarding these effects of the Reform Act.

No doubt, data describing the percentage of total plaintiff class action attorney fee awards captured
by each class action counsel would play a useful role in estimating a true “market share™ as opposed
to an appearance ratio statistic. The data necessary for such calculations are not, however, publicly
available. While courts are required to approve the aggregate fee award paid to counsel in class action
litigation, the count is typically not called upon to approve the division of that fee among the many
law firms potentially representing plaintiffs, and the public record typically contains no information
regarding these allocations.

3715 U.S.C. § 7Bu-4(a)(3XBXv).
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Notwithstanding these important cautionary statements, Milberg Weiss' increased dominance as
measured by the appearance ratios observed o date is consistent with economic theory regarding
firm behavior in a market subject to externalities. Specifically, if Milberg Weiss is the largest and best
capitalized of the plaintiffs’ class action firms, which it appears to be, then it will be best situated to
bear the additional cost of delay and uncertainty associated with litigation in the post-Reform Act era.
Further, to the extent that in the earliest years following adoption of the Reform Act any one decision
reached by any court interpreting a provision of the Reform Act may have a disproportionately large
effect on the resolution of other cases, the Milberg Weiss firm has an incentive to internalize this
externality by assuring that early cases do not establish precedents adverse to the interests of the firm.
No other firm will have an equally strong incentive to invest for this reason. Put another way, in the
early years following adoption of the Reform Act, there will be relatively less well established doctrine
on which smaller firms, less capable of financing or undertaking riskier litigation, will be able to
“free-ride.” Thus, just as the Reform Act may create economic incentives for Milberg Weiss 1o
expand its appearance ratio, it may also establish an incentive for smaller firms to shrink their
appearance ratios.

If the preceding analysis is correct, and if historical patterns are not disturbed by lead plaintiffs’
decision to exercise a new degree of control over the counsel designation process, then we would not
be surprised to find a material period of increased dominance by Milberg Weiss in the market for
class action securities fraud litigation.
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VIHl. THE GEOGRAPHIC INCIDENCE OF LITIGATION

Table 12 presents data describing the incidence of litigation by judicial circuit from December 22,
1995 through December 31, 1996. As that table demonstrates, the geographic distribution of post-
Reform Act litigation by circuit is similar to the distribution of litigation prior to the Reform Act.58
This result i1s not surprising given the relative stability of high-technology firms among the
~companies sued. As in the pre-Reform Act period, the Ninth Circuit (which includes California) is the -
most active forum for securities class actions; however the percentage of cases in that circuit has
dropped from 36% to 27.6%. The Second Circuit (which includes New York) remains the next most
active circuit, although there has been a modest increase in cases from 15% to 18.1%. Among circuits
with significant numbers of filings, modest increases have also been observed in the Fifth (which
tncludes Texas) and Eleventh (which includes Florida) Circuits.

Table 12

Comparison of Settlements by Circuit Pre-Reform Act’?
with Filings by Circuit Post-Reform Act
December 22, 1995-December 31, 1996

Pre-Reform Act Percent Post-Reform Act Percent
Circuit Settlements of Total Filings of Total
D.C. 2 1% 0 0.0%
Ist - 17 8% 11 9.5%
2nd 3] 15% 21 : 18.1%
3rd 25 _12% 14 12.1%
41h 5 2% 2 1.7%
5th 6 3% 8 6.9%
6th 4 2% 4 3.4%
7th 8 4% 2 1.7%
8ih 8 4% 3 2.6%
9th 74 36% 32 27.6%
10th 9 4% 4 3.4%
I1th 18 9% 15 12.9%
Total 207 116

58 The number of filings exceeds the number of issuers because several issuers were sued in more than one circuit or district.
Percentage calculations for incidence of litigation by circuit use a denominator of 116 to account for these multipte filings,
District court filings use a denominator of {17.

5% Recent Trends 11, supra nole 41, a1 Table 7b
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Table 13 lists the top five districts for securities class action filings and describes the number of
securities class action filings per thousand civil case filings in those districts. The districts in which the
most companies have been sued are the Northern District of Catifornia (Silicon Valley's home
district) and the Southern District of New York (which includes Manhattan). Each district had fifieen
filings or about 13% of the total. In total, California district courts account for about 21% of
securities class action litigation in the post-Reform Act period. New York district courts have the
second highest incidence of securities class action litigation during the study period with 17.9% of
the post-Reform Act litigation activity.

Table 13

Federal Filings by District
December 22, 1995-December 31, 1996

Number of Filings
District Filings Per Thousand™

Northern California 15 2.872
Southern New York 15 1.460
Massachusetts B - 2,296 .
Central California 7 0.679
Middle Florida 6 1.082
Northern Texas 6 1.215

Securities class actions are, however, a significantly larger portion of the docket in Northern
California, which has nearly twice as many securities class action filings per thousand civil cases
(2.872) as the Southern District of New York (1.460).6' While these figures suggest that securities
class actions account for only a small percentage of total civil filings, they do not capture the
magnitude of the burdens these cases place on the judiciary. The average class action demands
considerably more judicial time than either the average civil case or the average non-class action
securities fraud case.®?

80 Source: ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS, 1995 FEDERAL COURT MANAGEMENT STATISTICS (1996). The
figures for total civil filings are for the time period October 1, 1994-September 30, 1995, the latest Administrative Office
data available. and so do not comrespond to the same time period as the securities class action filing data. We have no reason
to believe that overall civil filings have changed substantially in these districts.

6! The observed differences in sccurities class action filing rates among districts do not seem to be closely correlated with
overall civil action filing rates. For example, for the 12 month period from October 1, 1934 through Sepiember 30, 1995,
overall civil filings in the Northern and Central Districts of California were 5.223 and 10.303, respectively,
ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS, 1995 FEDERAL COURT MANAGEMENT STATISTICS (1996) 127. 129,
Nonghclcsls.Dduring the study period. the Northern District had more than twice as many securities class action filings as
the Central Dastrict. .

62 WILLGING. sipra note 4, at 22-23 (noting that class actions, if separately categorized, would have a higher “case weight”
than all civil cases other than death penalty habeas corpus cases and that securities class actions require 3.2 times the
judicial time spent on all securities cases).
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IX. SETTLEMENTS

It has frequently been observed that the large majority of federal class action securities litigation filed
prior to the Reform Act was resolved by settiement. One study has reported that 87.6% of the
securities class actions filed from April 1988 through September 1996 ended in a setilement,? with
the large majority of the remainder being resolved by dispositive motions or voluntary dismissal.
Very few class action securities fraud cases go to trial. Another study has found .that the median time
between filing and settlement was 21.7 months.5* Any trends in the number of cases settling, the
length of time between filing and settlement, and the average settlement amounts will provide
important data as to the effects of the Reform Act.

The first year of practice under the Reform Act, however, is too short a period within which to expect
substantial settlement activity, particularly given the novelty of many of the Reform Act’s provisions.
We are aware of only five settlements in 1996%% of cases brought under the Reform Act, and we
expect that it may take several years of experience before we are able to draw broad conclusions as to
the effect of the Reform Act on settlement behavior. Nonetheless, early experience supporis the
tertative inference that plaintiffs are quickly dismissing certain claims with little or no recovery. Such
conduct is consistent with a plaintiff filing a lawsuit only to discover quickly that the claim lacks merit
or is otherwise not profitable to pursue. It therefore remains an open question as to whether the
Reform Act has successfully deterred the filing of claims that can quickly be determined to be weak.

The settling cases are as follows:

1. Caramonta v. Dingus.5® On May 30, 1996, Touchstoné Software, a developer and publisher of
utility software, announced a settlement of three shareholder class action and derivative suits brought
against it and several of its officers and directors. The agreement calls for the establishment of a
settlement fund consisting of $500,000 to be paid by Touchstone and issuance of 200,000 new shares
of the company’s common stock. The agreement also calls for plaintiff review of certain policies.?

6} O Bricen, supra note 36, at 3,
64 WILLGING. supra note 4, at 117.

65 We are aware of two additional settlements in early 1997 involving cases against Network Computing Devices and
Nutrition for Life International, Inc.

%6 No. SACV-96-81-GLT (Eex) (C.D. Cal., filed Jan. 26, 1996).

57 Tonchsione Reaches Agreement in Principle 1o Setile All Pending Class Action Suits. Business Wire, May 30. 1996,
available in LEXLS, News Library, Wires File.
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2. Levy v. United HealthCare Corporation.®® On December 18, 1996, United HealthCare announced
that all claims against it in the Levy action had been voluntarily dismissed with prejudice. Pursuant 1o
a Stipulation and Order, the parties agreed to dismiss all claims prior to class certification. No
payment was made to the named plaintiff or his counsel.

3. Alexander v. Health Managemen:®® Health Management, Inc., announced a settlement of all
pending shareholder class actions filed against it. The settiement, subject to final court approval, calls
for a $2- million cash payment and the issuance of 2.2 million shares of common stock and 2.2
million warrants to purchase common stock.”®

LA

4. Trieff v. Cirrus Logic Inc.?' Cirrus Logic agreed to pay $31.3 million to settle shareholder lawsuits
filed against the company in 1993, 1995, and 1996. The post-Reform Act complaint was filed in
California state court and alleged claims arising out of Cirrus Logic’s announcement that it would
restate quarterly results. On August 22, 1996, the Alameda Superior Court dismissed four of
plaintiffs’ claims for relief. Plaintiffs then filed a second class action complaint against the company
in September 1996 alleging the company. misstated demand for certain of its products. The company
will pay $2.3 million of the settlement.

5. Fradin v. HighwayMaster Communications, Inc.’? Plaintiffs agreed to dismiss voluntarily their
class action lawsuit without costs to either side. The complaint alleged that HighwayMaster omitted to
disclose in its IPO prospectus certain product defects in mobile communications equipment the
company manufactured.

68 No. 96 Civ. 750 (D. Minn., filed Aug. 7. 1996).
69 No. CV-96-0889 (E.D.N.Y., Feb. 28, 1996).

70 Health Managentent, Inc. Reaches Agreement 1o Settle Shareholder Litigation, PR Newswire, Sept, 17, 1996, available
in LEXIS. News Library, Wires File.

7! No. 188961 9 (Supr. Ct, Alameda County, CA, filed Feb. 21, 1996).
72 (S.D.N.Y.. filed Feb. 23, 1996).
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X. DECISIONS INTERPRETING THE REFORM ACT AND RELATED MATTERS

As of the date of this paper, we are aware of twenty-six decisions interpreting provisions of the
Reform Act. Because these decisions arise in cases that have all been filed within the last year, they
involve exclusively the earliest judicial determinations in class action securities litigation under the
Reform Act. These twenty-six decisions involve the: (a) interpretation of the “strong inference of
fraud” pleading standard; (b) scope of a discovery stay on a pending motion to dismiss; (¢) conflicts
between federal and state court; (d) adequacy of notice and the appointment of a lead plaintiff; (e)
survival of the recklessness standard for scienter; (f) safe harbor for forward-looking information;
and (g) retroactive application of the Reform Act. Two additional decisions, although not decided
under the Reform Act, may provide important precedents for its interpretation. This section discusses
the decisions chronologically within each of these categories.

To the extent that it is possible to generalize from this early experience, three developments appear to
be worth mention. First, of the seven courts interpreting the strong inference pleading requirement,
six have concluded that the statute incorporates the Second Circuit’s pleading requirement and not
some higher standard implied in the legisiative history. This is the conclusion preferred by plaintiffs.
Second, only one motion to dismiss has been granted without leave to replead the major portion of
the case. The sole exception involved a Section 11 claim that was not subject to the new strong
inference standard. The new heightened pleading standard therefore does not yet appear to be
functioning as a useful device for quickly dismissing claims drafted with an eye toward satisfying the
statute’s new requirements.

Third, complex issues regarding the interplay of federal and state jurisdiction are rapidly emerging.
The application of the discovery stay to state litigation while a federal claim is pending and the
interpretation of the federal safe harbor in a state proceeding when there is no state law safe harbor
are but two examples of the many issues now arising in class action securities fraud litigation. This
tension between the federal and state courts will likely grow over time and may well draw attention
from Capital Hill.

ad
2
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Interpretation of the “Strong Inference of Fraud” Pleading Standard

One of the primary reforms Congress put in place to curail the filing of “meritiess” lawsuits was a
new heightened pleading standard. Section 2iD(b)(2) of the Reform Act requires, among other
things, that plaintiffs in securities fraud actions “state with particularity facts giving rise to a strong
inference that the defendant acted with the required state of mind.” The “strong inference”
language was taken from Second Circuit case law interpreting the requirements of Federal Rules of
Civil Procedure 8 and 9(b) in the context of securities fraud cases.”® President Clinton cited this
provision in his veto of the Reform Act because, in his view, language in the legislative history
indicated that Congress was adopting a standard that was more stringent than that of the Second
Circuit. Since the veto and subsequent override, commentators and courts have disagreed over what
facts will satisfy Section 21D(b){(2) and whether the Second Circuit tests for finding a strong
inference of fraud survived passage of the Act. Through January 1997, at least seven courts addressed
the new pleading standard, with six finding that the Second Circuit tests survived passage of the
Reform Act. In addition, it is significant to note that no motion to dismiss in a case subject to the new
pleading standard has been granted without permitting plaintiffs the opportunity to replead at least
some of their claims.

. Marksman Partners, L.P. v. Chantal Pharmaceutical Corp.”* Chantal is the first decision to
interpret the Reform Act’s more stringent pleading requirements. The Central District of California
denied a motion to dismiss and found that plaintiffs had satisfied their pleading obligations. In so
holding, the district court determined that Congress did not adopt a more stringent pleading standard
than had existed in the Second Circuit. The court also found that two tests the Second Circuit
employed to determine whether the plaintiff satisfied its pleading obligations—the “motive and
opportunity” test and the “strong circumstantial evidence” test—survived passage of the Reform
Act.”> The court held that allegations that the Chairman and CEO sold 20% of her stock during the
class period for proceeds of $6.3 million were sufficient to allege a strong inference of fraud,
particularly where she had not sold any stock during the previous three years.

2. Zeid v. Kimberley.’® The court dismissed with leave to replead’ a securities class action brought
against Firefox Communications, Inc. and certain of its officers and directors. The complaint alleged
that defendants had misrepresented the demand for the company’s products and the success of its
sales and marketing program in the United States. The complaint also alleged that Firefox improperly
recognized certain revenues and failed to keep adequate reserves in violation of GAAP and SEC
rules.

The court found that plaintiffs failed to plead with sufficient specificity: (i) when or how allegedly
misleading statements were communicated to the market; (i) that the company adopted certain
analysts’ statements; and (iii) the reasons why certain statemerits were misleading. Allegations that
Firefox violated GAAP by “parking” inventory with distributors were insufficient because the
complaint did not “name a single customer or sale where Firefox ‘parked’ its inventory or
prematurely recognized revenue.”’® The court did find that the complaint alleged with particularity
facts surrounding the company's failure to maintain adequate reserves. However, these claims were
dismissed as well for failure to plead a strong inference that defendants’ actions were intentional or
reckless. As in Chantal, the count in Zeid found that the Second Circuit's tests for pleading scienter
survived passage of the Reform Act.

I See. e.g.. Shields v. CityTrust Bancorp, Inc., 25 F.3d 1124, 1128 (2d Cir. 1994): In re Time Warner, Inc. Sec. Litig.. 9
F.3d 259. 269 (2d Cir. 1993), cert. denied. 114 S. Cr. 1397 (1994)._

74 927 F. Supp. 1297 (C.D. Cal.. May 21, 1996).

™ For an in depth analysis of the Chantaf decision. see Michael A. Perino, A Strong Inference of Fraid? An Early
Interpreiation of the 1995 Private Securities Litigation Reform Act, | SEC. REFORM ACT LITIG. REPT. 397 (1996).

76 930 F. Supp. 431 (N.D. Cal.. June 6, 1996).
77 The court rejected defendants' argument that the Reform Act required dismissal with prejudice. /4. at 438.
78 1d. at 437,

Puayre 3



Scourities Litigation Retorm: The First Year's Experience

Finally, the coun dismissed with prejudice plaintiffs’ claims that certain warnings and disclaimers
contained in the company's Form 10-Qs were false and misleading. Plaintiffs argued that these
statements were merely boilerplate and that the company’s reports should have contained specific
disclosures of the adverse factors which were then negatively affecting the company’s business. The
court rejected this argument as “absurd,” and held that the warnings were not actionable as a matter
of law because plaintiffs did not allege that the wamings were wrong. Insiead, they alleged thar the
warnings “should have been more specific.” This was not a proper c¢laim under Section 13(b) and
Rule 10b-5, which do not protect against “statements that are too abstract.”7?

An amended complaint has been filed and is now pending before the court.

3. Sleane Overseas Fund, Ltd. v. Sapiens International Corp.8® The Reform.Act's provisions did
not apply to this case because the action was filed prior to the effective date of the Act. In deciding a
motion to dismiss, however, the court noted in dicta that the Reform Act “codif[ied the] Second
Circuit standard for pleading scienter.”8!

4. In re Silicon Graphics, Inc. Securities Litigation® The court in Silicon Graphics reached a
substantially different conclusion with respect to plaintiff’s pleading obligations than the courts in
Chantal and Zeid. Unlike those cases, the Silicon Graphics court held that the Reform Act did not
simply codify the prior Second Circuit standard.®? Instead, the court found that Congress meant to
erect a higher pleading barrier that requires “that plaintiff must allege specific facts that constitute
circumstantial evidence of conscious behavior by defendants.”84

The court found that plaintiff’s attempt *“to couple allegations of defendants’ awareness of negative
internal reports with their false and misieading statements and stock sales ... [was] not specific enough
to raise a strong inference of fraud.'®% The court held that because every sophisticated corporation
uses some form of internal reporting, allowing a case to proceed on the basis of unsupported general
claims of the existence of negative internal reports would “expose all those companies to securities
litigation whenever their stock prices dropped.”¢ Allegations that certain of Silicon Graphics’
insiders sold shares during the class period did not create a strong inference of fraud either because
the defendants’ SEC filings demonstrated that their sales were not “unusual or suspicious.”®’

The court granted plaintiff leave to replead, and an amended complaint was filed on October 17,
1996. A second motion to dismiss the amended complaint is now pending.

9 44.

80 941 F. Supp. 1369 (S.D.N.Y.. Aug. 19, 1996).

Bl st a1 1377,

821996 U.S. Dist. LEXIS 16989, Fed. Sec. L. Rep. (CCH) § 99.325 (N.D. Cal., Sept. 25, 1996).
83 1996 U.S. Dist. LEXIS 16989 at *15-16.

B4 pg. ar *16.

8% 1t a1 *34-35.

B6 g, ar 35,

87 1d. a1 *36-37.
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S. STI Classic Funds v. Bollinger Industries, Inc.®® In Bollinger, a magistrate judge ruling on a
motion to dismiss held that the motive and opportunity test survived passage of the Reform Act. The
magistrate judge then found that the facts pleaded in the amended complaint at issue satisfied this
standard with respect to claims against the company and certain of its officers, but not with respect to
a subsidiary company.

Defendants Glenn and Bobby Bollinger founded and were the two senior officers of Bollinger. The
complaint alleged that the company invoiced fraudulent sales transactions with one or more
customers in order to inflate reported sales and eamnings. These misstatements of financial
performance allegedly stemmed from inadequate financial and accounting controls and violations of
GAAP of which the company and its senior management were aware. Bollinger was also allegedly
aware prior to an announcement in March 1995 that supervisors at its NBF subsidiary were falsifying
production reports. In June 1995, two of the company's outside directors and its auditor resigned,
allegedly because of these problems.

With respect to motive, the court noted that allegations of materially inflated financial health
“benefited the value of Bollinger’'s shares and likewise increased the value of the Brothers
Bollinger's interest in the company.™® The court rejected defendants’ argument that a similar
finding of motive would apply to any small, family-dominated business. A strong inference could be
drawn from the individual defendants’ positions within the company “that they were knowledgeable
about the methods and billing practices utilized by Bollinger which led to the over-stated sales and
revenues reported in the SEC filings signed by them.”®® The court found the allegations against the
individual defendants with respect to NBF inadequate to satisfy the Reform Act’s pleading standard
because they failed to plead sufficiently that the defendants knew that the statements were false when
made.

The district court adopted the magistrate judge's findings on November 12, 1996.

6. Fischler v AmSouth Bancorporation.®' Plaintiff brought a class action on behalf of all purchasers
of non-deposit investment products from AmSouth, claiming that AmSouth failed to disclose certain
surrender charges applicable to these instruments. In a brief opinion, the court determined that the
complaint satisfied the requirements of Federal Rule of Civil Procedure 9(b) and the Reform Act. The
court noted that Rule 9(b) had three purposes: (i) ensuring that the allegations of fraud are specific
enough so that defendants will be able to respond effectively; (ii) eliminating those complaints filed
as a pretext for discovery of unknown wrongs; and (iii) protecting defendants from unfounded
charges of wrongdoing. The court then applied the Second Circuit tests for pleading a strong
inference of fraud without discussing whether those tests survived passage of the Act. The also court
noted that the “motive and opportunity” test was a “common method for establishing a strong
inference of scienter™ 92

88 No, 3.96-CV-B23-R (N.D. Tex., Nov. 12, 1996).

89 14 a1 2-3.

90 1 a4,

911996 U.S. Dist. LEXIS 17670 (M.D. Fla., Nov. 14, 1996).
9L a8,

Page 36



Securities Litigation Retorm: The First Yeur™s Experience

7. Rehm v. Eagle Finance Corp.?* The court in Eagle Finance found thai the Reform Act “does
‘not impose a more rigorous pleading requirement than that enunciated by the Second Circuit.™?
The Reform Act, however, also “declines to bind courts to the Second Circuit’s interpretation of its
standard.” Nonetheless, the court employed the motive and opportunity and strong circumstantial
evidence of fraud tests in refusing to dismiss the action, which alleged that Eagle materially
understated its credit losses and overstated its earnings.

Following Second Circuit precedent, the court found that certain generic motives that were likely held
by executives generally were not enough to create a strong inference of fraud. Similarly, alleged
insider sales did not satisfy the motive and opportunity test. The court first noted that two of three
individual defendants did not sell any stock during the class period. The third defendant sold only
6% of his personal holdings. While this was the defendant’s first sale, the court did not find this
unusua) because the stock was originally issued only sixteen months earlier.

The court found that plaintiff’s combination of allegations constituted strong circumstantial evidence
of conscious misbehavior or recklessness. First, Eagle allegedly overstated its 1995 earnings by 91%.
This allegedly serious GAAP violation, when combined with allegations that defendants were
responsible for calculating and releasing the financial information, supported the conclusion that
defendants acted with scienter, Second, the company reported “massive” year-end increases to credit
loss reserves and decreases to earnings. The magnitude of these reporting errors lent weight to the
allegations of recklessness, especially where defendants were in a position to detect the errors. Third,
the court pointed to the nature of Eagle's loan servicing business and defendants’ statements
downplaying the significance of the accounting errors to support a finding of scienter. “[T]he
crucial significance of accurate credit loss accounting in determining the financial viability of Eagie,
combined with defendants’ careful statements mitigating the seriousness of the credit loss problem,
raises a strong inference that defendants acted with knowledge of their public misstatements or were
willfully blind to the truth.™¢

Other Motions to Dismiss

1. Steckman v. Hart Brewing, Inc.9? Hart Brewing is the only post-Reform Act case to date where a
complaint was dismissed without leave to replead. Ironically, the Act's new heightened pleading
standard did not apply to the case because it alleged only violations of Sections 11 and 12(2) of the
1933 Act in connection with Hart's initial public offering. Nonetheless, the court noted that the
Reform Act “encouraged the use of motions to dismiss in certain securities cases.™® The court also
echoed one of the Reform Act’s rationales when it noted that courts should dismiss 1933 Act claims
to “minimize the chance that a plaintiff with a largely groundless claim will bring a suit and conduct
extensive discovery in the hopes of obtaining an increased settlement.'®

%3 1997 U.S. Dist. LEXIS 767 (N.D. 1IL.. Jan. 27, 1997).
¥ 1d a6,

% d

96 1d. at =31,

%7 No. 96-1077-K (RBB) (5.D. Cal.. Dec. 24. 1996).

9 1q a0,

914
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The Hart complaint alleged that defendants failed to disclose material facts indicating an adverse
trend of declining sales. Plaintiff alleged that disclosure of partial fourth quarter 1995 results would
have shown that Hart could not sustain its past high growth and that this disclosure would have
reduced the IPO stock price.

The court’s decision hinged on the interpretation of Item 303 of Regulation S-K, which requires
companies going public to disclose trends that are presently known to management and reasonably
likely to have a material effect on financial condition or operating results. The court found that Item
303 only required a company to disclose intra-quarter results where those results represent an
extreme departure from earnings of prior quarters. The complaint was found to illege no facts
indicating either that defendants actvally knew that the quarterly results would be an extreme
departure or that the results were in fact an extreme departure. The court also noted the company had
no duty to disclose trends about future performance or to supply other forward-looking information.

The Scope of the Discovery Stay on a Motion to Dismiss

In passing the Reform Act, Congress was concerned that “{tthe cost of discovery often forces
innocent parties to settle frivolous securities class actions.”!% To combat this problem, the Reform
Act provides in new Section 27(b) of the 1933 Act and new Section 21D{b)(3) -of the 1934 Act that
“all discovery and other proceedings shall be stayed during the pendency of any motion to dismiss,
unless the court finds upon the motion of any party that pamculanzed discovery is necessary to
preserve evidence or to prevent undue prejudice to that party.”

At least three federal courts addressed the scope of this -discovery stay in 1996. These decisions
suggest that courts will interpret broadly the Reform Act’s mandatory stay provision.

1. Medical Imaging Centers of America, Inc. v. Lichtenstein.'®' Plaintiff, the subject of a corporate
control contest, filed an action alleging violations of Section 13(d) of the Exchange Act. Defendants
called a special shareholders meeting and filed a proxy indicating their intent to unseat plaintiff’s
current board of directors. Defendants also moved to dismiss the complaint and requested expedited
discovery to be completed before the shareholders” meeting. Plaintiff moved to stay discovery based
on Section 21D(b)(3)(B).

The court held that discovery was properly stayed while the motion to dismiss was resolved. The
“undue prejudice” standard was held to require the party seeking discovery to show an improper or
unfair detriment. The court characterized this showing as something less than irreparable harm. The
court noted that if the party seeking discovery “had shown that the discovery stay would prejudice it
because {the opposing party) would be shielded from eventual liability for any material violations of
the securities laws, the Court would find that an ‘undue prejudice’ exception to the statutory stay had
been shown."'02 The court also rejected an argument that Congress did not mean for the statutory
stay to apply to proxy contests. Although no absolute “carve out™ exists for such actions, the court
noted that it would be proper for the court to consider the nature of the action in determining
whether an exception to the stay should be recognized.!0?

100 H.R. Conr. Rep. NO. 369, 104th Cong.. Ist Sess. 37 (1995), reprinted in 1995 U.S.C.C.A.N. 736.
101 917 F. Supp. 717 (5.D. Cal., Feb. 14, 1996).

102 14 a1 721 n.3.

10Y 14 ar 721.
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2. Novak v. Kasaks.%* The court stayed discovery in a class action involving AnnTaylor Stores
because it found that plaintiffs had not satisfied their burden of showing “exceptional
circumstances.” In response to plaintiffs’ concern that non-parties might not retain relevant
documents during a stay, the court ordered the 30 non-parties that had previously been served with
subpoenas to preserve all responsive documents.

3. Medhekar v. United Stares District Court.'\% In Medhekar, the district court held that the
statutorily required stay did not apply to mandatory disclosure obligations under local civil court
rules and the Federal Rules of Civil Procedure.?®® The court found that disclosure is distinct from
discovery and that if Congress had meant to stay both it would have listed both in the -statute.'®” The
court also found that the statutory phrase “other proceedings™ did not clearly encompass disclosure.
Instead, it interpreted “other proceedings™ to refer to formal procedures involving a hearing or other
court activity.!08

Defendants sought and obtained a writ of mandamus directing the lower court to stay the initial
disclosure requirements pending disposition of defendants’ motion to dismiss.'®® The Ninth Circuit
held that mandatory disclosures constitute “discovery™ for purposes of the Act's stay provisions.
The Ninth Circuit rejected the lower court’s conclusion that disclosure and discovery were distinct;
instead, it found that disclosure was merely a subset of discovery. The time and expense associated
with disclosure were exactly the type of burden the Act sought 1o eliminate. The court thus found
that: *Congress clearly intended that complaints in these securities actions should stand or fall based
on the actual knowledge of the plaintiffs rather than information produced by the defendants after
the action has been filed."!!0

The Ninth Circuit also rejected the lower court’s interpretation of the phrase “other proceedings”.
The legislative history and context of the phrase suggested that the termn was intended to include
litigation activity relating to discovery. Thus, the term includes disclosures. The court was careful to
emphasize, however, that the term does not include “all litigation activity in general.”!!!

Conflicts Between State and Federal Court

One strategic response to the Reform Act is to avoid it altogether. Some plaintiffs have sought to
escape from the Act’'s discovery stay and other procedural restrictions by filing parallel or stand-
alone state court actions.alleging either claims under the 1933 Act or state common law or Blue Sky
claims. This strategy raises interesting and difficult federalism problems. In 1996, at least six state
courts appear to have addressed whether the Reform Act’'s discovery stay should apply in state court
proceedings. So far, state courts have split on whether the Reform Act’s discovery stay is a substantive
policy decision that should be respected in state courts or merely a procedural mechanism with no
applicability in state fora. The significant substitution effect into state court and the emerging strategy
of filing parallel federal and state court actions suggest that resolution of this issue may significantly
affect the practical effectiveness of the stay provision.

104 1996 U.5. Dist. LEXIS 11778, Fed. Scc. L. Rep. (CCH) § 99,307 (S.D.N.Y., Aug. 16. 1996).
105 99 F,3d 325 (9th Cir.. Oct. 31, 1996).

106 Hockey v. Medhekar, 932 F. Supp. 249, 252-53 (N.D. Cal., Jul. 11, 1996)

107 1 at 252.

103 14 a1 253.

109 The authors of this study submilted an amticus curiae bricl on behall of Bank of America and the American Electronics
Association urging that the Ninth Circuit accept review of the writ of mandamus and reverse the lower court decision.

110 99 F.3d a1 328.
1 1d.

Page 39



Sceuritizs Litigation Retorm: The First Yeur's Experience

I. Milano v. Auhll M2 Plaintiff brought a class action against Circon Corporation and certain of its
officers and directors alleging violations of the Securities Act of 1933 and the Califorma
Corporations Code in California state coun. No parallel federal action was pending. Defendants
moved to stay discovery pursuant to the Reform Act and the plaintiffs argued that the Act was
inapplicable in state court proceedings. The court found that the Reform Act’s stay provisions were
applicable in state court actions and determined that discovery on both the federal and state claims
should be stayed. This result was necessary in order not to undermine the congressional intent 10
provide a broad and effective method of weeding out frivolous and unsupported lawsuits.™ 13

2. Sperber v. Bixby."'* In this class action involving Brooktree Corporation, plaintiffs alleged solely
state Blue Sky and common law claims. No parallel federal action was filed. Defendants filed both a
motion to dismiss and a motion to stay discovery pending resolution of the dismissal motion.
Defendants argued that plaintiffs filed in state court to evade the Reform Act’s procedures, including
the stay of discovery and the heightened pleading standard. In this situation, defendants argued that
the Reform Act, although not controlling, provided persuasive authority that should be considered in
ruling on stays in state securities class actions. The court stayed discovery pending resolution of the
motion to dismiss.

3. Marinaro v. The Superior Court of Santa Clara County.''5 In this case involving Network
Computing Devices four federal complaints arising out of the same facts and circumstances were filed
after the state court complaint. Defendants sought to stay the state case, arguing that the state claims
were brought in a separate action in order to avoid the procedural provisions contained in the Reform
Act. The lower court denied the stay without opinion and the intermediate appellate court denied a
petition for a writ of mandamus. The California Supreme Court, however, directed the appellate court
to reconsider defendants’ request for a stay.’'® As of the date of this paper, we are unaware of any
decision from the appellate court.!!?

112 No. SB 213 476 (Cal. Super. Court, Santa Barbara County, Oct. 2, 1996).
M3 a7 :

114 No. 699812 (Cal. Super. Court, San Diego County, Oct. 25, 1996).

115 1996 Cal. LEXIS 6105 (Oct. 30, 1996).

e g4

17 We have been informed that this matter was settled in January 1997 and that, as a result, there will be no dccision from
the intermediate appellate court. To date, we have no information on this purported settlement.

We have also been informed of three other cases in which these issues have arisen, although we have been unable to obtain
opinions in any of these cases. First, in a class action involving Diamond Multimedia, Pass v. Hyung Hwe Huh, No
CV758927 (Cal. Super. Count, Santa Ciara County), the trial court denied 2 motion 1o stay the state action in favor of a
parallcl federal action. However, a discovery master in the casec recommended that the trial count stay discovery pending
resolution of class cenification issues. Second, in a class action involving Fritz Companies, Levenson v. Fritz, No 979971
(Cab. Super. Court, San Francisco County), a trial judge denied a motion to stay discovery in the state action. Defendants
sought a writ of mandate from the Court of Appeal. In the interim, however, a second trial court judge sustained a demusrer to
the state complaint without leave 1o replead. Third, in an action involving Cinergi Pictures, Shores v. Cinergi Picitures
Entertainment, fnc., No. BC149861 (Cal. Super. Court, Los Angeles County), the court held that plaintiff could not
circumvent the Reform Act's discovery slay by filing 1933 Act claims in state court. The courl, however. permitied
substantially similar discovery to proceed on a common law negligent misrepresentation claim.
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Adequacy of Notice and Appointment of Lead Plaintiff

Under the Reform Act, Congress sought to increase litigant oversight of plaintiffs’ class action
attorneys by reducing the number of “professional plaintiffs” and by encouraging institutional
investors to become more active in securities fraud litigation. To achieve this result, the Reform Act
requires that plaintiffs filing securities class actions file sworn certifications describing, among other
things, their transactions in the security and their prior appearances as named plaintiffs in securities
class actions."'8 The Act also requires the named plaintiff to publish a notice “in a widely circulated
national business-oriented publication or wire service” that informs potential class members of the
right to move to be appointed “lead plaintiff.”!'® The law establishes a rebuttable presumption that
the lead plaintiff will be the party who volunteers and who “has the largest financial interest in the
relief sought by the class.”'?0 Lead plaintiffs can control the course of the class action, including
selection of lead counsel, subject to court approval.t?!

Through January 1997, at’'least four opinions addressed these provisions.!?? The activity to date
suggests three significant trends are emerging. First, most of the activity has not invoived the
institutions Congress sought to get involved in securities litigation. Instead competing groups of
individual plaintiffs have tended to vie for the lead plaintiff position. Indeed, cne of the untntended
consequences of the Reform Act has been to encourage traditional plaintiffs’ law firms to cobble
together large numbers of smaller claimants who, in aggregate, have the largest financial interest of
any individual or group seeking the lead plaintiff position.

Second, firms’ initial reaction to the notification procedures was to publish inconspicuous notices in
Investors Business Daily. One court found these notices to be inadequate. But that decision may have
little practical impact because before it was issued firms had already begun to employ the Act's
notification procedures as a means of advertising their actions in order to attract additional plaintiffs
or others with relevant information about the asserted claims. The notices therefore now tend to be
widely-disseminated on wire services and contain lengthy descriptions of the factual bases for the
complaint.

Finaliy, the decisions to date suggest that if institutions are interested in becoming lead plaintiffs, they
should be able to do so in most cases. Significant questions remain concerning the kind of discovery
institutions will be subject to if they assume that position, and it is unclear that many major
institutional investors will conclude that the benefits of participation as lead counsel will outweigh the
costs.!2?

1. In re Cephalon Securities Litigation.}? Under the Reform Act’s provisions for the appointment
of lead plaintiff, “discovery relating to whether a member or members of the purported plaintiff class
is the most adequate plaintiff may be conducted by a plaintiff only if the plaintiff first demonstrates a
reasonable basis for a finding that the presumptively most adequate plaintiff is incapable of
adequately representing the class,”'23 In Cephalon, the Court permitted discovery to resolve a dispute
over whether a plaintiff that was seeking to be named lead plaintiff was in fact an institutional
investor.'2®

118 |5 U.S.C. §% T72-1(a)(2)A). TBu-4(a)(2)(A).

- 1% )5 U.S.C. §§ 772-1(a)(3)(AX). 7Bu-4(a)(3)(A)).
120 15 U.S.C. §§ 77z-1{a)(3)B)ii)(I)(bb), 78u-4(a)(3)(B)iii}(1)(bb).
120 15 U.S.C. §§ 772-1(2)(3)(B)(v). 78u-4(a)(3)(B)(v).

132 We are also informed that institutions or entities purporting to be institutional investors were active in at least six
additional cases. These activities included filing the initial or a subsequent complaint or moving to be named co-lead
plaintiff with individual investors. These cases involved the following companies: Bollinger Industries, Fleming
Companies, 1vax Corporation, Micro Warehouse, Inc., Pepsi Cola Puerto Rico Bouling Co., and Summit Technology.

123 Grundfcst and Perino, supra note 18, at 599-604,
124 1996 U.S. Dist. LEXIS 10546 (E.D. Pa., July 18, 1996).
123 15 US.C. §§ 77z-H{a)3)B)iv), T8u-4{a)(INB)(iv).

126 §1is unclear whether significant discovery was undertaken. An subsequent order indicates that the competing factions
agreed (0 be named co-lead plaintiffs with their respective counsel named as co-lead counsel. /n re Cephalon Secur. Litig.,
1996 U.S. Dist. LEX!S 13492, Fed. Sec. L. Rep. (CCH) § 99,313 (E.D. Pa,, Aug. 27. 1996).
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2. Greebel v. FTP Software.'?’ Greebel is the first substantive decision addressing a number of
important issues that arise from the Reform Act’s lead plaintiff provisions. First, the court addressed
the defendant’s role in the lead plaintiff determination. The court held that defendants have standing
10 contest plaintiff's failure to file a certification with the complaint or the failure to provide adequate
notice 1o the class. Defendants lack standing to challenge whether a particular plaintiff sausfies the
requirements set forth in Section 21D(a)}(3)(B)iii), in particular, whether the proposed lead plaintiff
“otherwise satisfies the requirements of Rule 23 of the Federal Rules of Civil Procedure.” Because
defendants have traditionally been permitted to challenge a plaintiff’s satisfaction of the Rule 23
requirements at the class certification stage, the court held “that its determination to appoint a person
or persons as lead plaintiff must be without prejudice to the possibility of revisitifig that issue in
considering a motion for class certification.™28

Second, the court held that only representative plaintiffs that file complaints are required to file the
certifications required in Section 21D(a)(2). Finally, the court held that publication of a notice on
Business Wire, a computer database service that distributes press releases to news media, on-line
services, and subscribers in the investment community, satisfies the Reform Act’s notice requirement.

3. Gluck v. Cellstar Corporation.'?® The State of Wisconsin Investment Board (“SWIB") sought in
this case to be named sole lead plaintiff. Class members who had filed a complaint and were
represented by Milberg Weiss opposed that motion. Milberg Weiss argued that SWIB was not an
appropriate lead plaintiff because SWIB is a sophisticated institutional investor that had used
derivatives and is not typical of the entire class of plaintiffs. Milberg Weiss argued that the court
should therefore not appoint SWIB as sole lead plaintiff and should instead appoint a plaintiffs’
committee that would serve as lead plaintiffs, with Milberg Weiss and SWIB's counsel appointed as
co-lead counsel. The court appointed SWIB as sole lead plaintiff and required SWIB, subject to court
approval, to appoint counse! for the class within 30 days of the order.

4. Chan v. Orthologic Corp.'3® In Orthologic, the City of Philadelphia pension fund and a group of
non-instituttonal plaintiffs (the “Chan Plaintiffs”) competed to be appointed lead plaintiff. It was
undisputed that the City of Philadelphia had the largest financial stake in the outcome of the case and
" was therefore the presumptive lead plaintiff under the terms of the Reform Act.}3! The Chan Plaintiffs
sought to overcome the presumption by arguing that they represented a narrower class of purchasers
that purportediy conflicted with the Philadelphia class. As in Cellstar, the Chan Plaintiffs argued that
Philadelphia, as a sophisticated, institutional investor, was not typical of the class as a whole and that it
was subject to unique defenses. In particular, Philadelphia’s investment strategy was said to be
atypical of the class as a whole because Philadelphia was a “speculator” that allegedly purchased
Orthologic securities after certain bad news had already been disseminated to the market. As a result,
the Chan Plaintiffs sought either to be appointed co-lead plaintiffs with Philadelphia or to be named
to their own subclass.

The court held that these factors were insufficient to rebut the Act’s presumption that Philadelphia
was the most adequate plaintiff. First, the court held that the differing class periods did not create a
conflict because the parties had simtlar injuries arising out of the same course of conduct. The court
did, however, reserve the right to create appropriate subclasses if a conflict was subsequently revealed.
Second, the court held that Philadelphia’s sophistication was irrelevant in this case because all

127 CA No. 96-10544-JLT (D. Mass.. Auvg. 15, 1996).

128 it a1 6-8.

129 No. 396CV14356 (N.D. Tex.. Oct. 1. 1996).

138 No Civ 96-1514 PHX RCB (D. Ariz.. Dec. 19, 1996).

2115 US.Co 88 T7z-1@)3)(B)GHNDIbb), T8u-4(a)3)B)(iii)(1)(bb).
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plaintiffs had consistent interests. Finally, the cournt rejected pre-Reform Act precedent that found
institutional investors to be atypical of the class. Instead, it relied on Ninth Circuit precedent finding
that differences in sophistication among purchasers have no bearing in fraud-on-the-market cases.'*:

After appointing Philadelphia as lead plaintiff, the court also approved its choice of Milberg Weiss;
Barrack Rodos & Bacine; and Bonnett Fairbourn Friedman & Balint as co-lead counsel. The court
noted the firms® “extensive experience in the area of class action securities fraud” in finding that
they would provide capable representation to the class as a whole.

5. Ravens v. Iftikar3 In this class action involving Syquest Technology, Inc., Judge Vaughn
Walker examined the Reform Act’s requirements for the content of the required notice. The notice at
issue in Ravens simply stated the date the action had been filed, where it was filed, the alleged class
period, the security at issue, and that the complaint asserted violations of Sections 10(b) and 20(a) of
the Exchange Act. The notice did not contain a description of the facts underlying the claims. Judge
Walker held that the notice did not satisfy the Reform Act’s requirements because it was “inadequate
to apprise investors of the claims asserted so that those who may wish to do so have a fair opportunity
to intervene and assume control of the litigation.”134

Congress employed the lead plaintiff and notice provisions to curb “the disproportionate influence
lawyers have exerted over securities class actions.”3% The Court found that these provisions were
meant to “transfer primary control of private securities litigation from lawyers to investors™ and were
similar to other constitutionally mandated notices required under Federal Rule of Civil Procedure
23(b)(3). He held that the Reform Act notice must at a minimum contain three elements: {1} a notice
of the pendency of the action; (2) a description of the claims asserted therein; and (3) a specification
of the purported class period.

The bulk of the court’s opinion focused on the second element. The court found that the notice
provisions will only permit investors to make an informed decision about whether to seek control of
the case if investors “are notified of the nature and character, not just the existence, of the claims
asserted.”!*¢ The notice must contain information describing the legal and factual basis for the
claims and not just a recitation of the statute or statutes under which the claims are brought. The cournt
also held that a notice that omits these elements is not cured by an invitation to call the lead lawyer
for more information because such a lawyer has incentives to discourage investor competition.
Finally, the court noted that a diligent investor might review the complaint itself to obtain notice of
the plaintiff’s claims. The court held that the complaints provided inadequate notice because they
were “verbose, amorphous and confusing” and therefore did not provide the best practicable notice
under the circumstances.

132 Chan. slip op. at 11 (citing Blackie v. Barrack, 524 F.2d 891, 905 (9th Cir. 1975), cert. denied, 429 U.S. 816 (1976);
Hanon v. Dataproducts Corp., 976 F.2d 497, 506 (9th Cir. 1992).

13} No. C-96-1224-VRW (N.D. Cal.. Jan. 7, 1997).
g o3
V35 1d a2,
136 1t at 5.
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Survival of the Recklessness Standard for Scienter

Whether reckless conduct satisfies the scienter requirement of Section 10{b} and Rule 10b-5 has been
an open question at the Supreme Court level since the Court’s 1976 decision in Ernst & Ernst v.
Hochfelder,'3? although every Court of Appeals that has addressed the issue has concluded that
recklessness constitutes scienter. The Reform Act makes limited reference to recklessness and
seemingly avoids any implication that it was codifying or eliminating that standard of liability.
Nonetheless, two courts have reached opposite conclusions as to the Act’s effect on the sufficiency of
allegations of recklessness as establishing scienter under Section 10(b).

|. Marksman Partners, L.P. v. Chantal Pharmaceutical Corp.'3% The Chantal court held that
recklessness continues to satisfy the scienter requirement of Section 10(b). The court gave three
reasons for its conclusion. First, it argued that strengthening the pleading standard for scienter does
not necessarily result in a change to the nature of the scienter required. Second, although the Reform
Act created an actual knowledge requirement for forward-looking statements and joint and several
liability, that requirement does not extend to other kinds of Section 10(b) violations.

Third, the court found the Act's legislative history did not support a finding that recklessness had
been eliminated as a basis for scienter. The court noted that an earlier House bill had contained a
definition of recklessness but that definition had been dropped in the final version of the bill. The
court recognized “some ambivalence on the part of Congress regarding recklessness liability in
securities fraud cases."?3® Nonetheless, in the absence of any express provision eliminating liability
for recklessness in the Act itself, the court was unwilling to conclude that it was no longer adequate to
establish scienter.

2. In re Silicon Graphics Securities Litigation.'*® The court rejected plaintiff’s argument that
liability for recklessness still exists under the Reform Act. It held that “in order to state a private
securities claim, plaintiff must now allege false or misleading statements, describe how the statements
are false or misleading, and create a strong inference of knowing misrepresentation on the part of the
defendants. This standard applies whether the statements in question are forward-looking or not.”!¥!

The court dismissed plaintiffs’ initial complaint for failure to satisfy this standard and an amended
complaint has been filed. On the currently pending motion to dismiss the amended complaint, the
SEC has filed an amicus. brief urging the district court to reverse its ruling on the recklessness
standard.

137 425 U.S. 185, 194 n.12,

138 927 F. Supp. 1297 (C.D. Cal. 1996).

139 /4. ai 1309 n.9.

140 1996 U.S. Dist. LEX1S 16989, Fed. Sec. L. Rep. (CCH) § 99.325 (N. D. Cal., Sept. 25, 1996).
VI g an 20

Page 4



Securities Liteation Retorm: The First Year's Expertence

The Safe Harbor for Forward-Looking Information

The Reform Act sought to encourage the disclosure of forward-looking information by creating a
limited safe harbor for these statements if they are identified as such and accompanied by
“meaningful cautionary statements identifytng important factors that could cause actual resulis to
differ materially from those in the forward-looking statement.”'$? The safe harbor is subject to
significant limitations and does not apply to IPOs and other specified transactions. To date, the only
decision interpreting the safe harbor suggests limitations on its usefulness at the motion to dismiss
stage. Another decision, however, suggests the continuing importance of the bespeaks caution
doctrine in situations where the safe harbor does not apply. -

1. In re Silicon Graphics, Inc. Securities Litigation.**? The Silicon Graphics decision contains the
first judicial interpretation of the Reform Act's safe harbor provision. The court rejected as a basis
for a motion to dismiss defendants’ argument that they had in fact provided wamings in analyst
conference calls. This argument was based solely on the declaration of the company's Chief
Financial Officer. Such evidence was not properly considered on a motion to dismiss because it was
neither part of the public record nor referenced in the complaint.

2. Steckman v. Hart Brewing, Inc.'** As noted previously, Hart is the only post-Reform Act case
dismissed without leave to replead. The Reform Act’s safe harbor did not apply because the case
involved alleged misrepresentations and omissions in connection with an IPO. Nonetheless, the
decision is significant because it emphasizes the continuing viability of the bespeaks caution doctrine
in cases where the safe harbor may be inapplicable.

The complaint in Hart alleged that the IPO prospectus omitted “trends and uncertainties” regarding
the company's ability to continue its prior record of increased sales and earnings. The court,
however, dismissed the complaint in part because “these alleged omissions were actually addressed in
the Prospectus’ ‘Risk Factors’ discussion.”45 The court went on to list seven wamnings “directly
addressing Plaintiff’s allegations of omissions."'#¢ The court emphasized that the complaint must be
read as a whole and in the context of the type of investment being offered for sale. “Because
Plaintiff’s allegations that he was not fully informed of the risk and nature of his investment is
unsubstantiated by the plain language of the Prospectus, he fails to allege sufficient facts to support
any claim under the Securities Act of 1933.7147

“

M5 .S C.§ 772-2(c)(1 A XI).

143 1996 U.S. Dist. LEXIS 16989, Fed. Sec. L. Rep. (CCH) § 99.325 (N.D. Cal., Sept. 25, 1996).
141 No. 96-1077-K (RBB) (5.D. Cal.. Dec. 24, 1996).

Hiyd a7

146 14 a1 7-8,

HT 1 at 8-9.
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Retroactive Application of the Reform Act

Section 108 of the Reform Act states that the provisions of the Act “shall not affect or apply to any
private action arising under title 1 of the [1934 Act] or title 1 of the [1933 Act], commenced and
pending on the date of enactment of this Act.” This statutory language has given rise to two
questions as to the retroactive effect of the Act. First, does the Act’s elimination of securities fraud as
a predicate act under the Racketeer Influenced and Corrupt Organizations Act (“RICO™) apply
retroactively? Second, the Reform Act clarified an issue left open in the Supreme Court's decision in
Central Bank of Denver v. First Interstate Bank of Denver by providing that the SEC could still bring
actions for aiding and abetting violations of Section 10(b). Did that provision apply retroactively?
Four dectsions analyzed these questions and held that the RICO may not be retroactively applied but
that the aiding and abetting provision could be retroactively applied in certain limited circumstances.

1. District 65 v. Prudential Securities.'*®* The Reform Act provides that “no person may rely upon
any conduct that would have been actionable as fraud in the purchase or sale of securities 1o establish
a violation of [RICQ]."** The court ruled that this provision of the Reform Act did not apply
retroactively so as to bar plaintiffs” RICO claim, which had been filed prior to the effective date of the
Reform Act.!s¢

2. In re Prudential Sec. Inc. Ltd. Partner. Litig.'5' The court held that the Reform Act did not apply
retroactively so as to deprive the court of jurisdiction over a RICO claim that had been filed prior to
the effective date of the Reform Act:'5?

3. Baker v. Pfeifer.'>* Consistent with District 65 and Prudential, the court held that the Reform Act
did not apply retroactively so as to bar plaintiffs’ RICO claim, which had been filed prior to the
effective date of the Reform Act.!$4

4. Securities and Exchange Commission v. Fehn.'55 In 1994, the Supreme Court held in Central
Bank of Denver v. First Interstate Bank of Denver that a private party may not maintain an action for
aiding and abetting a violation of Section 10(b).'%6 The Court refused fo address whether the SEC
could still maintain an aiding and abetting action. The Reform Act, however, permits the SEC to file
actions for injunctive relief and to seek monetary penalties against a “person that knowingly provides
substantial assistance to another person in violation of [the Securities Exchange Act of 1934 and
regulations promulgated thereunder.])”'s? The court held that the Reform Act barred extension of the
Central Bank decision to SEC injunctive actions given the peculiar timing of events in the case. The
aclivities at issue occurred before the Central Bank decision but the Reform Act was passed while
Fehn's appeal was pending. In these circumstances, retroactive application of the Reform Act did not
impair rights that existed when the defendant acted, increase liability for past conduct, or attach new
legal consequences to the events underlying the SEC’s injunction.

148 925 F. Supp. 1551 (N.D. Ga.. Apr. 29, 1996).
149 18 U.S.C. § 1964(c).

150 925 F. Supp. At 1'566-70.

151 930 F, Supp. 68 (S.D.N.Y., June 10, 1996).

132 1. a1 77-81.

153 940 F. Supp. 1168 (S.D. Ohio, Sept. 20, 1996).
154 14 1175-79.

155 97 F.3d 1276 (9th Cir.. Oct. 9, 1996).

L3 511 US. 164 (1994),

t37 15 U.S.C. § 78uN).
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Cognate Decisions

At least two decisions rendered in 1996 could provide significant persuasive authority for interpreting
provisions of the Reform Act, although they do not themselves interpret the Act. One decision
concerns whether and under what circumstances allegations of insider trading during the class period
are sufficient to satisfy plaintiff’s obligation 1o plead scienter. This issue is important because of the
significant number of cases alleging insider trading since the effective date of the Reform Act, The
other decision concerns the appropriate role for institutions in shareholder litigation, which may be
relevant to interpretation of the lead plaintiff provision.

1. Provenz v. Miller.!*8 The district court granted summary judgment in favor of defendants in this
pre-Reform Act class action brought on behalf of purchasers of stock of MIPS Computer Systems,
Inc. The Ninth Circuit reversed the district court’s determination that there was insufficient evidence
to support a finding of scienter. Expert testimony that MIPS violated GAAP and its own internal
policies for revenue recognition tended to support a finding of scienter and made summary judgment
inappropriate.

Some of the individual defendants’ stock sales during the class period were also found to support a
finding of scienter. The Chairman and CEO sold 20% of his stock for $1.3 million and the President
sold 90,000 shares, six times more than in the 12 months preceding the class period. These sales were
also found to have been at “sensitive times,” i.e., shortly after an analysts conference call when
allegedly false and misleading statements were made. Two other defendants who provided unrebutted
evidence of innocent explanations for their stock sales were entitled to summary judgrnent on the
issue of scienter,

This decision may be important for courts interpreting the Reform Act’s requirement that a plaintiff
plead facts giving rise to a strong inference of fraud. As noted previously, a significant percentage of
post-Reform Act cases allege insider sales as support for a finding of scienter. The Provenz decision
suggests that such allegations may be sufficient to meet the new higher pleading standard. At the
same time, Provenz emphasizes that the mere fact of trading during the class period is not enough. A
careful analysis of timing, amounts, and circumstances of the alleged trading is necessary to
determine whether trading supports a finding of scienter.

2. Weiser v. Grace.!™? This shareholder derivative action involves claims that W.R. Grace & Co. paid
excessive “perks” to its former Chairman and paid $20 million in improper severance payments to
its former President who resigned after charges of sexual harassment were lodged against him. This
decision may provide an important precedent for interpretation of the Reform Act’s lead plaintiff
provisions.

138 95 F.3d 1376 (9th Cir.. Sept. 11. 1996).
%9 Index No. 106285/95 (N.Y. Supreme. Sepl. 3. 1996).
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" The count permitted the California Public Employees’ Retirement System (“CalPERS™) to intervene
and to designate co-lead counsel after CalPERS learned that the lead counsel had failed to review key
documents relevant to the derivative claims, and after it determined that a proposed settlement was
inadequate. In panticular, CalPERS objected to a settlement that would have merely required Grace to
change its written policy for addressing claims of sexual harassment. The settlement provided no
monetary payment from defendants who allegedly received improper payments. Although the court
did not address the adequacy of the proposed settlement, it held that intervention was appropriate
because “one very large shareholder believes that the present plaintiffs and present co-lead counsel
are not adequately representing the interests of the Grace shareholders and has given persuasive
reasons why that is so0.”!'6® Moreover, the court held that “CalPERS, as a large institutional
shareholder of Grace should be allowed a voice in the ongoing discovery and settlement discussions,
and not simply given the opportunity to object at the end.”!é!

The W.R. Grace decision emphasizes the important role that institutional investors can play in
shareholder litigation. It demonstrates that institutional investor participation need not be limited to
the role of lead plaintiff, and that courts need not focus exclusively on the lead plaintiff provision as
the sole mechanism through which institutions can or should contribute to the prosecution of
securities class actions.

160 1 a1 6.
161 14
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X1. CONCLUSIONS AND POLICY ISSUES

The evidence presented in this report suggests that the level of class action securities fraud litigation
has declined by about a third in federal courts, but that there has been an almost equal increase in the
level of state court activity, largely as a result of a “substitution effect” whereby plaintiffs resort to
state court to avoid the new, more stringent requirements of federal cases. There has also been an
increase in parallel litigation between state and federal courts in an apparent effort to avoid the
federal discovery stay or other provisions of the Act. This increase in state activity has the potential
not only to undermine the intent of the Act, but to increase the overall cost of litigation to the extent
that the Act encourages the filing of parallel claims.

The first year of experience with the Act also reveals that federal claims are now rarely filed against
the largest firms, that larger stock price declines are associated with the decision to institute litigation
now than prior to the Act’s passage, and that a shift toward allegations of accounting irregularities
and trading by insiders as the primary basis for litigation may be associated with both the decline in
litigation against large firms and the continued high incidence of actions against high-technology
firms.

The largest plaintiffs’ law firm, Milberg Weiss Bershad Hynes & Lerach, has increased its significance
in the litigation process most likely because of its capital base, ability to diversify increased litigation
risk, and incentive to invest in the creation of favorable new precedent. The dominant emerging
judicial interpretation of the Act suggests that the “strong inference” pleading requirement
establishes no higher standard than that articulated by the Second Circuit, an interpretation favored
by plaintiffs. Moreover, given that the courts have generally been reluctant to dismiss complaints
without leave to replead, the Act does not yet appear to be a useful device for quickly eliminating
complaints that do not meet the pleading requirement.

In addition to questions related to the general efficacy of the Act and the desirability of some of iis
outcomes, including the changing incidence of litigation by firm size and type, complex issues
regarding the interplay of federal and state jurisdiction are rapidly emerging. The substitution of state
for federal venues, as well as the tendency to pursue parallel litigation to avoid application of the
discovery stay are examples of the way jurisdictional issues can circumvent the intent of the Act. The

tension between federal and state courts will likely grow over time and may require Congressional
review.
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Appendix A

Companies Named in Federal Securities Fraud Class Actions
December 22, 1995~December 31, 1996

Date of First
Number Name Of Issuer Court ldentified Filing
1 4987 Corporation S.D.NY. 10/18/96
2 ABS Industries, Inc. N.D. Ohio 1/19/96
3 Access HealthNet, Inc. C.D. Cal. 12/27/96
4 Alliance Semiconductor Corp. N.D. Cal. “3/4/96
5 AmSouth Bancomporation M.D. Fla. 8/12/96
6  AnnTaylor Stores Corp. S.D.N.Y. 4/26/96
7 Bennett Funding Group, Inc. S.DN.Y. 4/11/96
8  BHP Copper Co. D. Az. 6/13/96
9  Biocontrol Technology, Inc. W.D. Pa. 4/30/96
10 Bollinger Industries, Inc. N.D. Tex. 5/31/96
11 BT Office Products International, Inc. S.D.N.Y. 4/16/96
12 Buenos Aires Embottelladora S.A. S.D.N.Y. 9/30/96
13 CAl Wireless Systems, Inc. N.D.N.Y. 11/22/96
14 Cedar Group, Inc. E.D. Pa. 11/2/96
15 Cellstar Corp. N.D. Tex. 5/14/96
16  Cephalon, Inc. E.D. Pa. 1/29/96
17 Chantal Pharmaceutical Corp. C.D. Cal. 2/6/96
18  Chubb Life Insurance Co. of America D.N.H. 8/20/96
19 Communication & Entertainment C.D. Cal. 12/24/96
Corp.
20 CompuServe Corp. S.D.Ohio & 7/22/96 (both)
S.D.N.Y.
2] Computron Software, Inc. D.N.J. 4/26/96
22 Comshare Inc. E.D. Mich. B/14/96
23 Cree Research, Inc. M.D.N.C. 10/25/96
24  DAKA Intemational, Inc. D. Mass 10/18/96
25 Dean Witter/Discover M.D. Fla, 3/28/96
26 Diamond Multimedia Systems, Inc. N.D. Cal, 7/24/96
27 Digital Link Comp., N.D. Cal. 10/18/96
28 Dignity Partners, Inc. N.D. Cal. 12/19/96
29 Discreet Logic, Inc. D. Mass 6/13/96
30 DonnKenny, Inc. S.DN.Y. 11/12/96
31 Eagle Finance Corp. N.D. I & 4/25/96 & 4/29/96
E.D. Mo.
32 Emst Home Center, Inc. W.D. Wash. 7/16/96
33 Factory Stores of America, Inc. E.D.N.C. 7/19/96
34 Firefox Communications, Inc. N.D. Cal. 2/23/96
35 Fleming Cos., Inc. W.D. Okla. 4/1/96
36 FMR Com. M.D. Fla. 7/17/96
37 FoxMever Health Corp. N.D. Tex. 8/12/96
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Appendix A continued. ..

Datre of First

Number Name Of Issuer Court Identified Filing
38  Fritz Cos., Inc. N.D. Cal. 7/31/96
38 FTP Software, Inc. D. Mass. 3/14/96
40  Gaming Lottery Corp. W.D. Wash. & 6/13/96 & 7/24/96

S.D.N.Y.

41 _General Nutrition Companies, Inc. W.D. Pa. B/2/96
42  Glenayre Technologies, Inc. S.D.N.Y. “11/1/96
43 Grand Casinos, Inc. D. Minn. 9/13/96
44  Great Western Financial M.D. Fla. 12/12/96
45  Happiness Express. Inc. E.D.N.Y. 5/23/96
46  Hart Brewing, Inc. S.D. Cal. 6/14/96
47  Health Management, Inc. E.D.N.Y. 2/28/96
48  Highwaymaster Communications, Inc. S.D.N.Y. 2/23/96
49  Horizon/CMS Healthcare Corp. D.N.M. 4/1/96
50 Housecall Medical Resources, Inc. N.D. Ga. 9/3/96
51 Identix, Inc. N.D. Cal. * 10/8/96
52 IMP, Inc. N.D. Cal. 10/2/96
53 Individual, Inc. D. Mass. 11/15/96
54  Integrated Communication Network, S.D. Fla. 7/24/96

In¢. '
55  International Automated Systems, Inc. D. Utah 7/3/96
56  Tialian Oven, Inc. W.D. Pa. 7/2/96

© 57 lvax Corp. S.D. Fla. 7/16/96

58 Lincoln National Bank & Trust Co. N.D. IIl. 10/8/96
59  Madge Networks N.V. N.D. Cal. 8/14/96
60  Malvy Technologies, Inc. (n/k/a/ Metal "~ D. Del. 10/31/96

Recoveries Technologies, Inc.)
61 Manhattan Bagel Co., Inc. D.N.J. 7/8/96

Medaphis Cormp. N.D. Ga. 8/19/96
63 Micrion Corp. D. Mass 8/2/96
64 Micro Warehouse, Inc. D. Conn. 10/1/96
65  Midcom Communications, Inc. W.D. Wash. 4/19/96
66  MobileMedia Com. D. N.J. 10/4/96
67  Mustang Development Comp. C.D. Cal. 2/1/96
68  Network Computing Devices, Inc. N.D. Cal. 4/23/96
69  Network Express, Inc. E.D. Mich. 10/8/96
70 Northstar Health Services, Inc. W.D. Pa. 4/15/96
7i Novell, Inc. D. Utah 4/2/96
72 Number Nine Visual Technology Cormp. D. Mass. 6/11/96
73 NuMed Home Health Care, Inc. M.D. Fla. 2/1/96
74 Nutrition for Life International, Inc, S.D. Tex. 8/27/96
75 0ak Technology, Inc. N.D. Cal. 7/10/96
76 Open Environment Corp. D. Mass, 12/5/96
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Appendix A continued...

Date of First
Number Name Of Issuer Court Identified Filing
77 __ OrthoLogic Corp. D. Az 6/24/96
78  Pacific Scientific Co. C.D. Cal. 10/18/86
79 Paracelsus Healthcare Corp. S.D. Tex. 10/15/96
80  Pepsi Cola Puerto Rico Bottling Co. ED.N.Y;DPR & 8/14/96; 8/16/96 &
S.D. Fla, . 8/15/96
gl Performance Nutriticn, Inc. N.D. Tex. 10/1/96
82  Physician Reliance Network, Inc. N.D. Tex. 9/18/96
83  Pinnacle Micro, Inc. C.D. Cal. 3/15/96
84  Presstek, Inc. D.N.H. & S D.NY. 6/28/96 & 7/1/96
85  PRINS Recycling Corp. D.N.J. 5/29/96
8  ProNet, Inc. N.D. Tex. 7715/96
87  Proxima Corp. ) S.D. Cal. 8/19/96
88  Putnam Convertible Opportunities and S.D.N.Y. 7/15/96
Income Trust
89 Quantum Corp. N.D. Cal. 9/18/96
90  Rickel Home Centers, Inc. S.DNY. 1/26/96
91  Riscorp, Inc. . M.D. Fla, 11/21/96
92 Rockefeller Center Properties, Inc. D. Del. 11/20/96
93 Silicon Graphics, Inc. N.D. Cal, 1/29/96
94  Solv-Ex Corp. S.D.NY. 10/4/96
95  Stratosphere Corp. D. Nev. 8/5/96
96  Summit Technology, Inc. D. Mass. 8/2/96
97 SyQuest Technology, Inc. N.D. Cal. 4/2/96
98  Systems of Excellence, Inc. S.D. Fla. 12/10/96
99  Teletek, Inc. D. Nev. 12/2/96
100 Home Link Corp. S.D.Fla. 10/21/96
101 TouchStone Software Corp. C.D. Cal. 1/26/96
102 Tower Semiconductor Ltd. EDNY. & DNJ.  6/21/96 & 8/1/96
103 Unitech Industries, Inc. D. Az 1/9/96
104 United Healthcare Corp. D. Minn. 8/9/96
105 Valujet Airlines, Inc. N.D. Ga. 5/30/96
106  Vista 2000, Inc. N.D. Ga. 4/17/96
107 WellCare Management Group, Inc. N.D.NY. & 4/1/96
= S.D.N.Y.
108 Wheatley Ventures N.D. Cal. B/14/96
109  Wonderware, Inc. E.D. Pa. 12/16/96
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Appendix B

Companies Named in State Securities Fraud Class Actions

December 22, 1995-December 31, 1996

Date of
Earliest Federal
Identified Action
Number Issuer State Court Filing Filed
I 20th Century Industries, California  Los Angeles 1/17/96
Inc. County N
2 Access HealthNet, Inc. California  Orange 12/19/96 Yes
County
3 ADAM Software Inc. Georgia Fulton 4/25/96
County
4  Adobe Systems, Inc. California  Santa Clara 2/6/96
County
5  Advanced Voice New York  New York 12/5/96
Technologies, Inc. County
6  AmSouth Alabama Alabama 4/22/96 Yes
Bancorporation
7  Bamett Banks, Inc. Florida Hillsborough 9/16/96
County
8  Bennett Funding Group, New York  New York 4/12/96 Yes
Inc. County
9  Brooktree Corp. California  San Diego 5/6/96
County
10 CellNet Data Systems, California  San Mateo 10/31/96
Inc. County
11 Cerion Technologies, Illinois Cook 8/2/96
Inc. County
12 Cinergi Pictures California  Los Angeles 5/13/96
Entertainment, Inc. County
13 Circon Corp. California  Santa 5/28/96
T Barbara
County
14  Cirrus Logic, Inc. California  Alameda 2/21/96
County
15  Citadel Holding California  Los Angeles 10/--/96
County
16 Com/Tech New York  New York 12/5/96
Communication County
Technologies, Inc. ,
17  Communication & California  Los Angeles 3/25/96 Yes
Entertainment Corp. County
18 Comparator Systems California  Orange 5/13/96
Corp. County
19 CompuServe/ H&R Ohio Franklin 7/--196 Yes
Block County
20 Datapax Computer New York  New York L
Svsteins Corp. County




Kecwrities Litigavion Retorm: The First Year's Experience

Appendix B continued. ..

Date of
Earliest Federal
Identified Action
Number Issuer State Court Filing Filed
43  Mid Atlantic Medical Maryland Montgomery 11/12/96
Services, Inc. County
44  Nellcor Puritan Bennett California Alameda 5/3/96
Inc. County -
45  Network Computing Califomia  Santa Clara 4/10/96 Yes
Devices, Inc. ' County
46  Northeast Utilities Connecticut  Hartford 12/5/96
47  Nutrition for Life Texas Harris 8/23/96 Yes
International, Inc. County
48  Oak Technology, Inc. California  Santa Clara 6/7/96 Yes
County
49  Qakley, Inc. California Orange 12/26/96
County }
50  Orthologic Corp. Arizona Maricopa 6/24/96 Yes
County
51  Oxford Tax Exempt Maryland Montgomery 1/23/96
Fund '~ County
52  Paracelsus Healthcare California  Los Angeles 10/11/96 Yes
Corp. County
53  Paradigm Technology, California  Santa Clara 8/13/96
Inc. - County
54  Pearce International California San 3/--196
Systems, Inc. Francisco
County
55  Performance California  Los Angeles 2/2/96
Development, Inc. County
56  Physician Reliance Texas Nueces 9/18/96 Yes
Network, Inc. County
57 Pier 1 Imports, Inc. Texas Tarrant 1/24/96
County
58  ProNet, Inc. Texas Dallas 7/3/96 Yes
: County
59 Proxima Corp. California  San Diego 8/27/96 Yes
County
60  Pyramid Breweries, Inc. California  San Diego 9/3/96 Yes
County
61  Quantum Corp. California  Santa Clara 8/28/96 Yes
N County
62  Quarterdeck Corp. California  Los Angeles 12/3/96
County
63 -Read-Rite Corp. California  Santa Clara 12/11/96 Yes*
County
64 Semitool, lnc. Montana Flathead 2/21/96

County
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Appendix B continued. ..

Dare of
Earliest Federal
ldentified Action
Number Issuer State Court Filing Filed
21 Dean Witter Reynoids, California Los Angeles 9/9/96 Yes
Inc. County
22  Dean Witter Reynolds, New York  New York 9/19/96
Inc. County -
23 Diamond Multimedia California  Santa Clara 6/27/96 Yes
Systems, Inc. County
24  Digital Link Corp. California  Santa Clara 4/22/96 Yes
County
25  Discreet Logic, Inc. California San 5129/96 Yes
Francisco
County
26  FileNet Corp. California  Orange 12/20/96
County
27 FoxMeyer Health Corp. Texas Yes
28  Fritz Cos., Inc. California  San 7/29/96 Yes
Francisco
County
29  General Nutrition Delaware Chancery 8/5/96 Yes
Companies, Inc. Court
30  Growth Hotel Investors California  Los Angeles 2/28/96
County
31  Helmstar Group, Inc. California  Riverside 5/__196
County
32  Horizon/CMS New Mexico Bemalillo 3/21/96 Yes
Healthcare Corp. County
33 I-Stat Corp. New Jersey  Mercer 6/19/96
County
34  IMP, inc. California  Santa Clara 9/17/96 Yes
' County
35  Insignia Solutions plc California  Santa Clara 4/9/96
. County
36  John Hancock Realty New Jersey  Essex 2/__ 196
Income Fund LP County
37  Lehman Brothers Delaware Chancery 3/7/96
Court
38 Lehman Brothers Maryland Baltimare 2/6/96
Circuit Court '
39  Lehman Brothers New York  New York 2/29/96
County
40  Lehman Brothers et al. New Jersey  Union 8/30/96
County
41  Manhattan Bagel Co., California  Los Angeles 8/7/96 Yes
Inc. County
42  Microtest, Inc. Arizona Maricopa 9/29/96
County
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Appendix C
Complaints Contained in Database
Filing
Nunber Issuer Name Short Form Caption - Civil Action/Dacket Date
] ABS Industries, Inc. Hawk v. ABS Industries, 1: 96CV-0109 1/19/96
Incorporated
2 Alhance Semiconductor  Hockey v. Medhekar C-96-0815 MHP 3/4/96
Corp.
3 AnnTaylor Stores Corp. Novak v. Kasaks 96 CIV. 3073 ~ 4/24/96
4 Bennett Funding Group, Kronfeld v. Patrick R. 96 CIV 2583 4/11/96
Inc. Bennett
5 BHP Copper, Inc. Hanley v. Warburg Pincus CV96-390 TVC WDB  6/13/96
Capital Company, L.P.
6 Biocontrol Technology, Walsingham v. 66-809 4/30/96
Inc. Biocontrol Technology,
Inc.
7 Bollinger Industries, Inc.  STI Classic Funds v. 3: 96C-V-0823-R 5/31/96
Bollinger Industries, Inc.
8 BT Office Products Wright v. BT Office 96 CIV 2685 4/16/96
International, Inc. Products International,
Inc.
9 Celistar Corp. Gluck v. Cellstar 396CV1353 5/14/96
Corporation
10 Cephalon, Inc. Steinberg v. Cephalon, 96CV-0633 1/29/96
Inc.
11 Chantal Pharmaceutical Marksman Partners. v. 96-0872 WIR (JRX) 2/6/96
Corp. Chantal Pharmaceuticals
12 Communication & Pfannebecker v. Muller  96-9024 ABC 12/24/96
Entertainment Corp.
13 CompuServe Corp. Romine v. CompuServe (C2-96-717 7/22/96
Corp. .
14 Computron Software, Inc. Weiss v. Computron 96-1921 4/26/96
) Software, Inc.
15 Cree Research, Inc. Rasheedi v. Cree 1-96 CV00890 10/25/96
Research, Inc.
16 DAKA International, Inc. Venturina v. Daka 96-12109 10/18/96
International, Inc.
17 Diamond Multimedia Frazier v. Diamond C 96-2644 7/24/96
Systems, Inc. Multimedia Systems, Inc.
18  Discreet Logic, Inc. Friedberg v. Discreet 96 - 1123 - 2 - EFH 6/13/96
Logic Inc.
19 Donnkenny, Inc. Graver v. Rubin 11/12/96
20 Eagle"Finance Corp. Rehm v. Eagle Finance  9BC 2455 4/19/96
Corporation
21 Firefox Communications, Zeid v. Firefox C9620136SW 2/23/96
Inc. Communications, Inc.
22 Fleming Cos., Inc. Mark v. Fleming CIV - 96 0506M 4/4/96

Companies, Inc.
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Appendix B continued...

Date of
Earliest Federal
fdentified Action

Number Issuer State Court Filing Filed
65 Silicon Graphics, Inc. California Santa Clara 3/29/96 Yes
County
66  Simware, Inc. New York  New York 5121796
County -
67 Solv-Ex Corp. New Mexico Albuquergue 10/28/96 Yes
68  StorMedia, Inc. California Santa Clara 9/18/96
County
69  Stratosphere Cormp. Nevada Clark Counnty 8/16/96 Yes
70  Symantec Corp. California  Santa Cruz 3/18/96 Yes*
County
~ 71 SyQuest Technology, California  Alameda 3/25/96 Yes
Inc. County
72 TCSI Corp. Californta  Alameda 11/4/96
' County
73 Valujet Airlines, Inc. Georgia Fulton 6/21/96 Yes
' County

*  These companies were sued in a parallel federal action after December 31, 1996. For purposes of this analysis,
these companies were included in the state court filings.

Page B4



Secorities Littganon Reform: The First Year's Experience

Appendix C continued...

Filin
Number Issuer Name Short Form Caption Civil Action/Docket D.:n'.«:'g
23 FMR Corp. Wildlife-In-Need, Inc. v 96 1395 CIVT 25 E 7117196
FMR Corporation
24 Fox Meyer Health Corp. Zuckerman v. Fox Meyer 3-96CV2258-T 8/12/96
Health Corporation
25 Fritz Cos., Inc. Polk v. Fritz C 962712 WDB 7/31/96
26 FTP Software, Inc. Greebel v. FTP Software, 96-10544 JLT °~ 3/14/96
Inc.
27 Gaming Lottery Corp. Giamboi v. Gaming C96-0924D- 6/13/96
Lottery Corporation
28 Glenayre Technologies, Kwalbrun v. Glenayre 96CIV82 11/1/96
Inc. . Technologies Inc.
29 Happiness Express, Inc.  Jacobs v. Happiness CV 96 2552 5/22/96
Express, Inc.
30  Hart Brewing, Inc. Steckman v. Hant 9561077 K RBB 6/14/96 .
Brewing, Inc. .
31 Health Management, Inc. Alexander v. Health CV 96 0889 2128196
Management, Inc.
32 Horizon/CMS Healthcare Donnarumma v. Ortenzio CIV 96 0442BB 4/2/96
Corp.
33 Housecall Medical Paskowitz IRA v. 1 96-CV.222V.JE 8/30/96
Resources, Inc. Housecall Medical
' Resotrces
34 Identix, Inc. Rooney v. Identix, Inc. C 96-3637 MHP 10/8/96
35  Individual, Inc. Cooperman v. Individual, 96-12272DPW 11/13/96
Inc.
36  International Automated Serfaty v. International 2: 96CV 0583C 7/2/96
Systems, Inc. Automated System, Inc.
37  Madge Networks N.V, Kane v. Zisapel C-96 20652 PVT RMV  8/13/96
38  Manhattan Bagel Co., Copland v. Grumet 96 CV 3351 7/2/96
Inc. )
39 Medaphis Corp. Rosen v. Medaphis 96-Cv-2217 8/30/96
Corporation
40  Micrion Corp. Geffon v. Micrion 96-CV-11596 8/2/96
Corporation
4] Midcom Myles v. Midcom C96-0614 4/19/96
Communications, Inc. Communications, Inc.
42 Mustang Development Toplikar v. Mustang 96-0720 J GD 2/1/96
Corp. Development
) Corporation
43 Nations Bank, Dean Brimacombe v. Dean 96-593-CIV-T-25E 3/26/96
Witter, and affiliates Witter Discover
44 Network Computing Woodward. v. Bradley CAL C 96-1345 4/11/96
Devices, Inc.
45 Northstar Health Butler v. Northstart 96-701 4/15/96
Services, Inc. Health Services, Inc.
46 Number Nine Visual RBI v. Number Nine 96-11207 MLW 6/11/96

Technolopy Corp.

Technology Corporation
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Appendix C comtinued...

] Filing
Number Issuer Name Short Form Caption Civil Action/Docket Date
47 Numed Home Health Fernhoff v. Numed Home 96-200-CIV-T-21C 1/31/96
Care, Inc. Health Care, Inc.
48  Orthologic Corp. Boren v. Weinsten CIV 96-1520 PHX RCB 6/24/96
49  Physician Reliance Kaufman v. Physician 3-96CV2628-G 9/17/96
Network, Inc. Reliance Network, Inc.
50  Pinnacle Micro, Inc. Wills v. Blum SA CV 96-261 GL'T 3/15/96
51 Presstek, Inc. Berke v. Presstek, Inc. C-96-347-M 6/28/96
52 PRINS Recycling Corp.  Kaplan v. PRINS 96-2444 (WHW) 5/29/96
Recyeling Corporation
53 ProNet, Inc. Wemer v. ProNet Inc. S-96CV1795-P 6/27/96
54  Proxima Corp. Powers v. Eichen 961431 S AJB 8/16/96
55 Riscorp Inc. Teitlebaum v. Riscorp 96-2374-CW 11/19/96
Incomporated
56 Silicon Graphics, Inc. Brody v. McCracken C 96-0393 1/26/96
57 Solv-Ex Corp. Sedita v. Solv-Ex 96 CIV 7575 10/4/96
Corporation
58 Summit Technology, Inc. Pearl v. Summit 96-11589JLT 8/2/96
Technology, Inc.
59 SyQuest Technology, Inc. Ravens v. SyQuest C 96-1224 VRW 4/2/96
Technology, Inc.
60 Italian Oven, Inc. Schmitzer v. The Italian 961248 7/2/96
Oven, Inc.
61 Wellcare Management Ward v. Wellcare 96-CV-0521 3/29/96
Group, Inc. Management Group, Inc.
62 TouchStone Software Caramonta v, CV 96-81-GLT (EEX) 1/26/96
Corp. TouchStone Software
Corp
63 Tower Semiconductor, Balsam v. Tower CV 963090 6/21/96
Lid. Semiconductor, Ltd.
64 Unitech Industries, Inc.  Barge v. Unitech CIV 96-0094 PHX SMM 1/10/96
Industries, Inc.
65 Vista 2000, Inc. Sager v. Johns I 96-CV-1053-FMH 4/30/96
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Appendix D
Description of Reform Act Database Subsamples

Full Sample
Total = 65

Working Sample
Excludes:
Bennett Funding Group, Inc. {(not publicly traded)
FMR Corp. (not publicly traded)
Mustang Development Corp. (not publicly traded)
Dean Witter/Discover (not typical “fraud on the market” case)
Communication & Entertainment Corp. (class period not clear in complaint)
BHP Copper Co., Inc.(class period not defined)

Total = 59
Sample Used for Comparisons with Sample Used for Comparisons with
Jones and Weingram Study Simmons Study
Excludes: Excludes*:
ABS Industries, Inc. ABS Industries, Inc.
{market capitalization calculations only) (market capitalization calculations only)
Total = CompuServe Corp.
58 (for market capitalization caiculations) Computron Software, Inc.
59 (for all other calculations) Fleming Cos., Inc.

Hart Brewing, Inc.
Housecall Medical Resources
Individual, Inc.
Italian Oven, Inc.

Midcom Communications, Inc.
Number Nine Visual Technology Corp.
NuMed Home Health Care
ProNet, Inc.

Riscorp, Inc.

Vista 2000, Inc.

Total =
45 (for market capitalization calculations)
46 (for all other calculations)

* All cases except ABS Industries, Inc. are Section 1Y claims.
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