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THE STATUTORY SAFE HARBOR FOR
FORWARD-LOOKING STATEMENTS AFTER

TWO AND A HALF YEARS: HAS IT CHANGED
THE LAW? HAS IT ACHIEVED WHAT

CONGRESS INTENDED?

RICHARD A. ROSEN*

This Article examines the safe harbor for projections and forward-looking
statements created by the Private Securities Litigation Reform Act of 1995
("Act" or "Reform Act)."' The Article asserts that the statute essentially
codifies, and does not radically modify or extend, the substantial body of
judge-made law that has evolved over many years. As a result, given the
paucity of judicial interpretations of the Reform Act in the first two and a
half years after its enactment, it is to judicial decisions arising under the
predecessor statute that one must have recourse in understanding how to
apply the safe harbor.

The Article then considers the reasons why the safe harbor, despite
congressional expectations that it would foster more forward-looking
disclosure by issuers, has wholly failed to achieve this result. Finally, the
Article discusses the bills currently pending in Congress that are addressed to
the shortcomings of the safe harbor, including the "Securities Litigation
Uniform Standards Act of 1988," which has garnered the support of the
Securities and Exchange Commission and the White House, and which was
passed by the Senate by a vote of seventy-nine to twenty-one on May 13, as
well as the similar but not identical bill passed by the House on July 21. This
Article argues that enactment of some version of the proposed legislation is
necessary to achieve congressional goals, and that the Senate bill is well
suited to this end.

* Richard A. Rosen is a litigation partner of Paul, Weiss, Rifkind, Wharton & Garrison in New

York City, where he is chair of the firm's Securities, Futures and Derivatives Litigation practice group.
A substantial portion of his practice is devoted to defending public companies, underwriters and
financial service firms in class actions.

1. Pub. L. No. 104-67, 109 Stat. 737 (1995) (codified as amended in scattered sections of 15
U.S.C.). An earlier version of portions of this Article was published as Walter Rieman et al., The
Private Securities Litigation Reform Act of 1995: A Users Guide, 24 SEC. REG. L.J. 143 (1996).
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I. THE REFORM ACT SAFE HARBOR PROVISIONS

The single greatest impetus to passage of the Reform Act was the
perception-amply supported by the evidence-that issuers had been
deterred from making projections and from disseminating soft information
because of a fear of liability if their public statements failed accurately to
predict the future. The Conference Report's Statement of Managers found
that fear of litigation from inaccurate projections had "muzzled" corporate
management, and that technology companies with volatile earnings were
especially vulnerable. The Statement of Managers focused on significant
evidence of abuse in private securities litigation, including all-too-frequent
races to the courthouse upon any significant change in an issuer's stock price,
and extortionate settlements that hurt shareholders.2

The Act was intended to bolster the protections for projections, forward-
looking statements and other "soft" information by incorporating elements of
the SEC's rule 175 and the highly-developed body of case law construing
and applying the so-called "bespeaks caution" doctrine. Recognizing that the
previous SEC safe harbor had proven largely ineffective because it could not
be readily invoked to end litigation at the pleading stage of a case, Congress
crafted a new rule that, it was thought, would enable judges to dismiss cases
without inquiring into the state of mind of the defendants or the
reasonableness of the assumptions underlying the forward-looking statement
itself.

Because the Reform Act is an amendment to the 1933 and 1934 Acts, it
does not apply to claims under other federal statutes, or to claims under state
law, whether brought in state court or as a diversity case in federal court. As
we will see, it is this gap in the protections afforded by the Act that has
drastically undermined its effectiveness.

A. What is a Forward-Looking Statement?

The statute defines the types of statements that are "forward-looking"
within the meaning of the Act to include, (a) a statement containing a
projection of revenues, income, earnings per share, capital expenditures,
dividends, capital structure, or other financial items; (b) a statement of
management's plans and objectives for future operations; (c) a statement of
future economic performance, including statements in the MD&A or in the
results of operations; (d) any statement of the assumptions underlying or

2. See 141 CONG. REC. H13,699-705 (daily ed. Nov. 28, 1995) [hereinafter Statement of
Managers].
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1998] SAFE HARBOR FOR FORWARD-LOOKING STATEMENTS

relating to any statement described above; (e) any report issued by an outside
reviewer retained by an issuer which addresses a forward-looking statement
made by the issuer; or (f) a statement containing a projection or estimate of
such other items as may be specified by rule or regulation by the SEC.3

B. What Kinds of Transactions and Issuers Are Protected by the Act?

The Act reaches a narrower category of transactions and issuers, and is
thus less broadly applicable to securities transactions that are frequently
litigated, than the popular press has suggested. Not all issuers are eligible for
the safe harbor. The company must be required to file annual, quarterly, and
current reports with the SEC before it can qualify.4 The fact that this
qualification applies to the company and not to each class of securities
indicates that the safe harbor is intended to apply to forward-looking
statements made in connection with a privately negotiated transaction
involving unregistered securities, so long as the issuer has also issued
publicly traded securities.

Certain categories of forward-looking statements are not protected by the
Act. These include forward-looking statements contained in a financial
statement prepared in accordance with generally accepted accounting
principles; contained in a registration statement or other document issued by
an investment company; and made in connection with a tender offer or an
initial public offering.5 The safe harbor is also inapplicable to an offer by or

3. See 15 U.S.C. § 77z-2(i)(1) (Supp. II 1996); id. § 78u-5(i)(l). While this definition
encompasses virtually all of the types of soft information that generate litigation, one category has
generated confusion and concern among those who believe that the legislation may shield dishonest
issuers. The protection for statements of "the assumptions underlying or relating to" any forward-
looking statement appears on its face to cover statements that are not themselves forward-looking, but
which state the underlying assumptions on which the issuer is relying in making the projection-
assumptions which, by their nature, may relate to the present state of the company's affairs rather than
to the future. Although this issue-like so many under the statute-will have to await interpretation by
the courts, false statements of historical fact are not covered by the safe harbor at all. It is unlikely that
they will be held to have been immunized by the Act simply by being recited in the context of the
assumptions said to underlie or relate to a forward-looking statement. That is the view expressed in the
Conference Report. See Statement of Managers, supra note 2, at H13,703.

4. See 15 U.S.C. § 77z-2(aXl); i. § 78u-5(a)(1).
5. See id. § 78u-5(b)(2)(A)-(D); id. § 77z-2(b)(2)(A)-(D). Beyond this, forward-looking

statements concerning the "business or operations of the issuer" are not within the safe harbor if the
issuer, within the three prior years, was subject to an antifraud SEC consent decree or cease and desist
order or was the subject of a determination that it had violated the antifraud provisions of the securities
laws, or had been convicted of any felony or misdemeanor described in section 15(b)(4)(B) of the
1934 Act. See id. § 77z-2(b)(1)(A); id. § 78u-5(b)(1)(A). Similarly, the safe harbor is not available to
protect projections about the "business or operations of the issuer" made in connection with an
offering of securities by a blank check company; or the issuance of penny stock; or in connection with
a rollup transaction or a going private transaction. See id. § 77z-2(b)(l)(B)-(E); id. § 78u-5(b)(1)(B)-
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relating to the operation of a partnership, limited liability company, or direct
participation investment program or, finally, made in a disclosure of
beneficial ownership of securities made in a Schedule 13(D) filing.6

The two most important exclusions delineated above are undoubtedly
those concerning forward-looking statements in financial statements and in
connection with initial public offerings. The banking industry, which is
frequently the subject of lawsuits concerning loan loss reserves, did not
procure hoped-for protection concerning statements in the financial
statements describing reserves. One of the most interesting developments of
the last two years, however, is that the same kinds of "meaningful cautionary
language" and risk disclosure that one sees in disclosure documents that are
protected by the safe harbor are also showing up in documents disseminated
in connection with unprotected transactions.

The Act protects the statements not only of the issuer but also of a person
acting on behalf of the issuer and "outside reviewers" (a term undefined
anywhere in the Act or its legislative history) who are retained by the issuer
and who are making a statement on its behalf.7 Forward-looking statements
by underwriters are also protected with respect to information either supplied
by the issuer or derived from information provided by the issuer (such as an
underwriters' own analysis of projections supplied by the issuer).8 This
leaves ambiguity regarding whether written reports disseminated after the
quiet period by an analyst employed by the firm that underwrote a securities
issue falls within the safe harbor, such an analyst is not acting on behalf of
the issuer and is arguably not himself an "underwriter." Statements made by
the underwriters and analysts at "road shows" seem to fit comfortably within
the statutory definition. By contrast, the Conference Report states explicitly
that the safe harbor is not intended to be applied to the sales practices of
brokers.9

These exclusions raise interesting litigation issues. As discussed in more
detail below, many of the substantive provisions of the new safe harbor rule
track current law. Thus, one can expect the plaintiffs' bar to argue that
Congress, by excluding certain transactions involving forward-looking
statements from the statutory safe harbor, intended to weaken or remove
parallel judicially-created protections as applied to those excluded

(E). However, because the exclusion from the safe harbor with respect to these categories only applies
to forward-looking statements concerning the "business or operations of the issuer," presumably other
types of forward-looking statements may still fall within the Act's safe harbor.

6. See 15 U.S.C. § 77z-2(b)(2)(E),(F) (Supp. H 1996); id. § 78u-5(b)(2)(E),(F).
7. See id. § 77z-2(a); id. § 78u-5(a).
8. See id § 77z-2(a)(4); id. § 78u-5(a)(4).
9. See Statement of Managers, supra note 2, at H13,704.
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statements. Against that position, a defendant could cite the statement in the
Conference Report, admittedly made in a different context, that the
committee "does not intend to replace the 'bespeaks caution' doctrine or to
foreclose further development of that doctrine by the courts."' More
generally, such a defendant could assert that the statute does not purport to
change existing law in areas the statute does not expressly address.

C. The Role of the SEC

Each of these exclusions is subject to the proviso that the SEC may-by
rule, regulation or order-provide otherwise." The Conference Committee
specifically stated that it intends the safe harbor to serve as a "starting point,"
and that it expects the SEC to promulgate rules expanding the statutory safe
harbor by providing additional exclusions from liability and extending its
coverage to additional types of information.' 2 Given the difficulty the SEC
has had crafting its own revision to the safe harbor of Rule 175, the SEC is
unlikely to move aggressively to expand the Act's safe harbor until it has had
substantial experience operating under the Act. The SEC may be more
willing, however, to specify how the safe harbor should apply in
particularized settings. For example, the SEC has promulgated rules that
require registrants to disclose, among other things, certain market risks
arising from certain holdings of derivative instruments.13 In so doing, the
SEC has invoked its powers under the Act in order to create a safe harbor for
forward-looking statements made pursuant to the new proposed regulations.

Many commentators have suggested that the SEC should also use its rule-
making authority more vigorously, to clarify various ambiguous provisions
of the statute, e.g., by adopting a rule defining the types of cautionary
language that are "meaningful" as that word is used in the Act. Indeed, many
have criticized the SEC for steadfastly refusing to provide guidance to
issuers, either in the context of specific filings reviewed by the staff, or in a
release of more general applicability. The staff has consistently indicated that
it wants to take a "wait and see" attitude before it plunges into this minefield.
Indeed, in November 1997, at the Practicing Law Institute's annual securities

10. Id.
11. See 15 U.S.C. § 77z-2(b) (Supp. H 1996); id. § 78u-5(B).
12. See Statement of Managers, supra note 2, at H13,704.
13. See, e.g., Commodities and Securities Exchanges 17 C.F.R. Parts 210, 228, 229, 239, 240,

and 249 (1998) [Release Nos. 33-7386; 34-38223; IC-22487; Disclosure of Accounting Policies for
Derivative Financial Instruments and Derivative Commodity Instruments and Disclosure of
Quantitative and Qualitative Information About Market Risk Inherent in Derivative Financial
Instruments, Other Financial Instruments, and Derivative Commodity Instruments (Feb. 10, 1997)].
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law conference, this author was on a panel with Brian Lane, the SEC's
Director of Corporation Finance, who explained the staff's reluctance to
provide concrete examples of compliant disclosures this way: "If you say it's
a nice one, you're handing a get-out-of-jail-free card; and if you says it's a
bad one, you'll get a lawsuit.' 4

This position seems short sighted. The SEC staff has a wealth of
experience in dealing with these very issues. Leaving issuers and their
counsel in the dark about the Commission's view of preferable disclosure
practice engenders uncertainty and thus prudent timidity. It is simply
unrealistic to think that many counsel will encourage their public-company
clients to expand the range of their forward-looking disclosures in the present
environment

There are surely a number of factors that have combined to retard
progress in this area, including the agonizingly slow pace at which federal
statutory law is clarified by the courts, the continuing vulnerability of all
issuers to state court litigation under state law and the lack of competitive
pressure to make disclosures when business rivals are also being reticent.
Nevertheless, it is clear to practitioners that the SEC's reluctance to articulate
its views has materially exacerbated the problem.15

14. See 29 Sec. Reg. & L. Rep. (BNA) 1592 (Nov. 14, 1997).
15. Until recently, little attempt had been made to compile, in any kind of systematic way,

evidence concerning actual use of the statutory safe harbor to provide additional forward-looking
information. However, in November 1997, the author of this Article, along with three colleagues,
published an empirical study of the subject. See Gerald S. Backman et al., Forward-Looking
Statements and Cautionary Language After the 1995 Reform Act: An Empirical Study, in PRACTICING
LAW INSTITUTE, SAILING IN SAFE HARBORS: DRAFTING FORWARD-LOOKING DISCLOSURES 153-226
(Ferrara et al. co-chairs, 1997). Our study examined the mechanics of disclosure of forward-looking
statements and attempted to identify any changes in the frequency and substance of forward-looking
statements made by reporting companies both before and after enactment of the safe harbor. To this
end, we studied the filings of more than 60 companies, including firms listed on the New York Stock
Exchange, the NASDAQ National Market System and the NASDAQ SmallCap Market. The empirical
evidence shows that the safe harbor has had little effect to date on the written disclosure of forward-
looking information. We concluded that, in the absence of federal preemption of state law claims, it
was unlikely that issuers would dramatically alter their disclosure practices. The study is currently
being updated by the Securities Regulation Committee of the Association of the Bar of the City of
New York, for publication in the fall of 1998. For a contrary view, at least as it applies to the
disclosure practices of high tech companies, see Johnson et al., The Impact of Securities Litigation
Reform on the Disclosure of Forward-Looking Information by High Technology Firms, Research
Paper No. 1471, Stanford University Graduate School of Business (Jan. 1998). The Stanford study
does not identify any company surveyed and quotes no disclosure documents at all, making it
impossible to verify the study's conclusions.
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D. When Are Forward-Looking Statements Immune from Liability?

The heart of the safe harbor provision is the section that defines the
circumstances under which a forward-looking statement is immune from
liability.' 6 Although as of mid-January 1998 there had been only two district
court decisions construing the safe harbor-both very succinct and
unilluminating-this does not leave a would-be interpreter of the scope and
meaning of the Act at a total loss. The intellectual origins of the Reform
Act's safe harbor provisions primarily lie in pre-Reform Act case law. An
account of the pre-Reform Act case law is not an exercise in mere
antiquarianism, but is a necessary step in any explication of the intended
meaning and application of the safe harbor. The Reform Act did little more
than codify and make nationally uniform the better reasoned cases from the
circuit courts; every concept in the safe harbor is fully contemplated by prior
case law. Thus, the result in any given case under the safe harbor as written is
likely to be the same as the result under the pre-Act case law.

Pre-Reform Act jurisprudence is, therefore, the best predictor of how the
statutory safe harbor provisions will be interpreted, and is thus not only a
guide to conduct, but is the best source for elucidating the words of the Act
when litigating. The few cases so far that have addressed the merits of the
safe harbor both illustrate this point. In Rasheedi v. Cree Research, Inc., the
Middle District of North Carolina used analogies to prior Fourth Circuit law
in holding that forward-looking statements made by the company in
documents filed with the SEC and in press releases bespoke caution.17

Similarly, in Harris v. IVAX Corp.,'8 the court, relying on the Third Circuit's
pre-Reform Act case of In re Donald J. Trump Casino Securities Litigation,19

rejected plaintiffs' contention that the cautionary statements were boilerplate,
pointing out that they were "tailored" to address the very uncertainties
ascribable to the projections at issue. In the In re Valujet case, where
defendant had raised the safe harbor and the bespeaks caution doctrine as
separate defenses, the court nevertheless treated the requirements of the safe
harbor and of prior law as though they dictated identical results.21 Also in

16. The safe harbor provisions apply only to private civil litigations and not to enforcement
proceedings brought by the SEC.

17. Nos. 1:96CV00890, 1:96CV01069, 1997 U.S. Dist. LEXIS 16968 (M.D.N.C. Oct. 17, 1997).
The court also emphasized language from the Conference Report stating that "cautionary statements
[must] identify important factors that could cause results to differ materially-but not all factors." Id.
at *4-5.

18. 998 F. Supp. 1449 (S.D. Fla. 1998).
19. 7 F.3d 357 (3d Cir. 1993), cert. denied, 114S. Ct. 1219 (1994).
20. 984 F. Supp. 1472 (N.D. Ga. 1997). The Northern District of Georgia refused to dismiss

claims of misleading statements and omissions against Valujet concerning its business plans and safety
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Wenger v. Lumisys, Inc., the court drew on pre-Reform Act case law to
support its conclusion that forecasts of future results were actionable only if
the issuer lacked a reasonable basis for them when made.21

It is worth noting that the enactment of the safe harbor will not stem the
flow of pre-Reform Act case law for years to come. This is partly attributable
to the fact that many cases filed before December 22, 1995 have not reached
the summary judgment motion stage, let alone trial. Moreover, if a case was
filed before December 22, 1995, and new defendants or new causes of action
are added in amendments to the original complaint thereafter, the current
trend in the courts is to hold that the Reform Act does not apply to the
amendments.22 By contrast, the argument that the Reform Act should not be
read to apply to conduct that predates its enactment has been rejected.23

In private civil actions based on an untrue statement of material fact or an
omission of a material fact, an issuer is not liable with respect to a forward-
looking statement-whether written or oral-if it meets any one of three
alternative tests:

(a) it is accompanied by meaningful cautionary language;
(b) it is immaterial; or
(c) defendants lacked the requisite state of mind to commit fraud.

This Article will now discuss each of these tests in turn.

record because the statements at issue were not "forward-looking" within the meaning of the safe
harbor. While the defendant characterized at least some of its statements as forward-looking and
covered by the bespeaks caution doctrine, the court countered that "[p]laintiffs do not allege that
Defendants fraudulently announced expansion plans and then failed to follow through on these plans,
Instead, Plaintiffs allege misrepresentation of existing facts," i.e., that "FAA approval was required
before expansion could be consummated."

Curiously, in at least two cases govemed by the Reform Act, the court applied the new pleading
requirements, but ignored the safe harbor when it came to evaluating claims based on forward-looking
statements. See Cherednichenko v. Quarterdeck Corp., 90,108 Fed. See. L. Rep. (CCH), at 90,144
(C.D. Cal. 1997); Powers v. Eichen, 977 F. Supp. 1031 (S.D. Cal. 1997). In one recent case in which
some claims were not covered by the safe harbor (because they were made in connection with an IPO),
but other claims were subject to the Reform Act's rules (because they related to post-offering
disclosures), the court subjected all of the claims to exactly the same analysis and ignored the statutory
safe harbor. See In re Grand Casinos, Inc. Sec. Litig., 90,137 (CCH) Fed. See. L. Rep. (D. Minn.
Dec. 9, 1997). It seems unlikely that application of the safe harbor to the post-offering disclosures
would have had any impact on the outcome.

21. See Wengerv. Lumisys, Inc., 2 F. Supp. 2d 1231 (N.D. Cal. 1998).
22. See, e.g., Baker v. Pfeifer, 940 F. Supp. 1168 (S.D. Ohio 1996); In re Prudential Sec. Inc.

Lim. Partnerships Litig., 930 F. Supp. 68 (S.D.N.Y. 1996); Wallace v. Systems & Computer Tech.
Corp., No. Civ. A95-CV-6303, 1997 WL 602808 (E.D. Pa. Sept. 23, 1997). But see Krear v. Malek,
961 F. Supp. 1065 (E.D. Mich. 1997); Rowe v. Marietta Corp., 955 F. Supp. 836 ("V.D. Tenn. 1997).

23. See Hockey v. Medheker, No. C-96-0815 (MHP), 1997 WL 203704 (N.D. Cal. Apr. 15,
1997).
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24 that it favored preemption legislation), its key findings plainly support the
perceived need for just such a statute. Among other points, although the
Commission recognized that "state court has not traditionally been the
primary forum for securities class actions," the Report verifies that there has
been a discemable increase in state court filings since passage of the Reform
Act.98 Strikingly, the SEC posits that this increase "may be the most
significant development in securities litigation post-Reform Act."99 The SEC
also acknowledged that this development "may reflect a migration of weaker
cases to state court"''" and that many defendants now face parallel federal
and state cases, which leads to "greater litigation expense than pre-Reform
Act."'101

It is evident that the availability of state court actions for common-law
fraud or under state blue-sky laws continues to undermine the utility of the
safe harbor for forward-looking statements provided by the Reform Act.
Corporations remain reluctant to take advantage of the safe harbor for
forward-looking disclosures because of a perfectly reasonable fear that state-
law securities or common-law fraud claims can be brought against them in
state class actions. Although a handful of states such as Ohio have adopted,
or are considering adoption, of "Baby Reform" Acts that emulate the
substantive provisions of the federal law, the vast majority of states have
common law or statutory standards that are far less restrictive.

Although some have expressed skepticism that fear of state court liability
is "really" behind the underwhelming corporate response to the safe harbor,
the empirical evidence is convincing. The SEC, in the Staff Report, stated
that:

Companies have been reluctant to provide significantly more forward-
looking disclosure than they had prior to enactment of the safe-
harbor .... The two most frequently cited reasons are (i) the safe
harbor provision is still new and companies are waiting to see how
courts will interpret it and how other companies are using it; and
(ii) fear of state court liability, where forward looking statements may
not be protected by the Federal safe harbor.1 2

Fear of state court liability has been repeatedly stressed by representatives
of corporate issuers as the primary reason they have not availed themselves

98. Staff Report, supra note 96, at 69.
99. Id. at 2.

100. Id.at8O
101. Id. at70.
102. Id. at 3.
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of the safe harbor. 103

That these fears are far from capricious is borne out by further findings of
the SEC Report. Thus, the Commission found empirical evidence that state
court complaints "are more likely to be based solely on forecasts which have
not materialized." 10 4 As a matter of fact, the Commission's data shows that
allegations based on forward-looking statements are more than twice as
likely to be filed in state than in federal court: twenty-five percent of "stand
alone" state complaints (those filed without a parallel federal suit) "are based
solely on failed forecasts (as compared to twelve percent at the federal
level)."'05

To be sure, some have called for more empirical research to attempt to
measure how significant is the fear of state court litigation. Wholly apart
from the fact that there is no empirical way to segregate fear of state law
liability from the impact of other factors, I submit that the objection is
incorrect in principle. Even if fear of state law liability is only one obstacle to
realization of congressional intent, and even if the absolute number of state
court filings has abated, there is an omnipresent risk that any given issuer
will be sued in state court, thus evading core federal policies. Passage of
uniform standards legislation will eliminate at least one obstacle to greater
use of the safe harbor.

Similarly, some critics have contended that legislation is superfluous
because it is unlikely that plaintiffs will shift claims to state court because of
substantive and procedural problems with nationwide class actions in state
courts. They point to the fact that most states-including California and
Delaware' 06-have refused to endorse the fraud-on-the-market doctrine,
enshrined in the Supreme Court's decision in Basic Inc. v. Levinson,"0 7 that is
a sine qua non of federal securities class actions. Moreover, they contend that
there are major due process obstacles to applying the substantive law of one
state to all members of a nationwide class-as illustrated by the Supreme
Court's decision in Phillips Petroleum Co. v. Shutts °8

But these trends (however salutary they may be) are of cold comfort to
issuers today. These issues are being litigated in state courthouses all over the

103. Letter from American Electronics Associates to Representative Thomas J. Bliley, Jr.
(Apr. 10, 1997), quoted in Staff Report, supra note 96, 23.

104. Staff Report, supra note 96, at 2, 5.
105. Id. at 73.
106. See Mirkin v. Wasserman, 858 P.2d 568 (Cal. 1993); Gaffin v. Teledyne, Inc., 611 A.2d 467

(Del. 1992).
107. 485 U.S. 224 (1988).
108. 472 U.S. 797, 818, 821-22 (1985). Accord, e.g., Osborne v. Subaru of America, Inc., 198 Cal.

App. 3d 646, 654-59 (1988).
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country, often in states that have little or no law on the subject, before judges
who have often never had prior experience with such matters. Until and
unless definitive decisions on these issues-and numerous other outstanding
questions-are rendered by the supreme courts of each of the fifty states, no
issuer can be confident about what legal regime-and what procedural
rules-will apply to a nationwide class action about its soft information
disclosures. Yet that process will take decades, during which the plaintiffs'
bar will be looking for every opportunity to expand the scope of liability by
invoking various legal theories, grounded in expansive contract, tort and
fiduciary duty claims, in every jurisdiction in the country.

The ultimate risk is what I call the "least common denominator" problem.
If only one state appellate court adopts a standard of liability that is radically
inconsistent with federal law in this area, there will be a rush to that forum.
This is no way to run a national securities disclosure regime.

Waiting to see how plaintiffs' lawyers use the state courts has the real-
world consequence of imposing the multi-million dollar costs of defending
these actions upon corporate defendants. Similarly, to the extent the Reform
Act intended to eliminate the burden of early discovery by requiring that
discovery be stayed during the pendency of motions to dismiss, delay in
eliminating parallel state court litigation-in which many courts have
declined to issue such stays-simply thwarts the relief Congress intended to
provide in 1995.

IV. THE PENDING LEGISLATIVE PROPOSALS

Two similar but not identical bills have been passed by the Senate and
House, which, in one way or another, would require certain securities class
actions based on false or misleading statements to be brought in federal court
exclusively under federal law. As of this writing (early August 1998) Senate
Bill 1260 has been endorsed by the President and three SEC Commissioners,
including Chairman Levitt, and was passed by a large majority in the Senate
on May 13.109 The House passed its version ° of the legislation by a vote of

109. Senator Gramm introduced Senate Bill 1260 on October 7, 1997 with 18 co-sponsors. The
bill was referred that same day to the Senate committee on Banking, Housing and Urban Affairs. The
Subcommittee on Securities held hearings October 29, 1997 on Senate Bill 1260. On April 29, the
Senate Banking Committee voted to report the bill-now called the "Securities Litigation Uniform
Standards Act of 1998"--to the full Senate. The SEC's support for Senate Bill 1260 is evidenced in a
March 24, 1998 letter to Senators D'Amato, Gramm and Dodd, and was reiterated the following day at
the Senate hearing on Chairman Levitt's nomination to a second term. See Letter from Arthur Levitt et
al., Chairman, Securities and Exchange Commission, to Alfonse M. D'Amato, Chairman, Committee
on Banking, Housing & Urban Affairs (Mar. 24, 1998) (on file with Washington University Law
Quarterly).
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340 to 83 on July 22.
The stated goal of these bills is to forestall the efforts, described above, by

the plaintiffs' bar to end-run the safe harbor under the Reform Act by filing
securities class actions in state court. As Representative Bliley put it:

[T]he explosion of cases being brought in state court since the Reform
Act demonstrates that the problem has not been eliminated, it has just
changed venue. The Uniform Standards Act will permit meritorious
claims to continue to be filed, while preventing the migration of
baseless class actions to state courts."'

If enacted, any of the bills under consideration would prevent evasion not
only of the Reform Act's safe harbor for forward-looking statements, but
also of the correlative procedural innovations under the Act, including the
discovery stay, lead plaintiff and pleading standards provisions.

A. What the Bills Do

Both bills would amend the Securities Act of 1933 (the "1933 Act") and
the Securities Exchange Act of 1934 (the "1934 Act"). The bills would create
exceptions to section 16(a) of the 1933 Act, which currently preserves "all
other rights and remedies that may exist at law or in equity." A proposed
section 16(b) under both of the proposed amendments would create new
limitations on actions brought under state statutory or common law,
irrespective of whether such actions were commenced or maintained in state
court or federal court.

House Bill 1689 and Senate Bill 1260 would prohibit the pursuit in state
court of a "class action" (a broadly defined term in both bills that is much
broader than its meaning under Rule 23) if the suit alleges:

(A) an untrue statement or omission of a material fact in connection
with the purchase or sale of a covered security; or
(B) that the defendant used or employed any deceptive device or
contrivance in connection with the purchase or sale of a covered
security.

110. H.R 1689, 105th Cong. (1997).
111. See Securities Litigation Uniform Standards Act of 1998, 144 CONG. REC. H6052-60, H6055

(daily ed. July 21, 1998); see also id. at H6059 (remarks of Rep. Eshoo); H6059 (remarks of Rep.
Cox); Report on the Securities Litigation Uniform Standards Act of 1998 (to accompany House Bill
1689), H.R. REP. No. 105-640, at 10, 12 (1998) [hereinafter HOUSE REPORT]; Report on the Securities
Litigation Uniform Standards Act of 1998 (to accompany Senate Bill 1260), S. REP. No. 105-182, at
1-4 (1998) [hereinafter SENATE REPORT].
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House Bill 1689 and Senate Bill 1260 also propose to add a new
section 16(c), which would provide for the removal to federal court of any
class action pending in a state court which involves a "covered security" if
the allegations specified in section 16(b) are asserted. House Bill 1689 and
Senate Bill 1260 would also subject the removed action to the prohibition of
section 16(b) against asserting any state securities law claims in class actions.

B. Definition of "Covered Security"

The most important difference between the two bills lies in their
definitions of the term "covered security."

Senate Bill 1260 defines "covered security" to encompass securities that
satisfy the standards of either section 18(b)(1) 112 or section 18(b)(2)113 of the
1933 Act. Senate Bill 1260 thereby includes the securities of investment
companies that are registered, or which have filed registration statements,
under the Investment Company Act of 1940. The Senate bill also covers
senior securities of listed companies, even if the security was not itself listed
on a national exchange at the time of the alleged misconduct 1 4

House Bill 1689 adopts the definition of section 18(b)(1) of the 1933 Act
as its definition of "covered security," with a twist. It excludes debt securities
that are issued in private placements. House Bill 1689 does not cover shares
of mutual funds.

One regrettable change from earlier incarnations of the House bill is that
it originally covered all securities of a corporate issuer which has at least one

112. Section 18(b)(l) provides as follows:
For the purposes of this section, the following are covered securities:
(1) Exclusive Federal Registration of Nationally Traded Securities. A security is a covered
security if such security is:
(A) listed, or authorized for listing, on the New York Stock Exchange or the American Stock
Exchange, or listed on the National Market System of the Nasdaq Stock Market (or any successor
to such entities);
(3) listed, or authorized for listing, on a national securities exchange (or tier or segment thereof)
that has listing standards that the Commission determined by rule (on its own initiative or on the
basis of a petition) are substantially similar to the listing standards applicable to securities
described in subparagraph (A); or
(C) is a security of the same issuer that is equal in seniority or that is a senior security to a security
described in subparagraph (A) or (3).

15 U.S.C. § 77r(b)(l) (1994).
113. Section 18(b)(2) provides as follows: "Exclusive federal registration of investment

companies-a security is a covered security if such security is a security issued by an investment
company that is registered, or that has filed a registration statement, under the Investment Company
Act of 1940." 15 U.S.C, § 77r(b)(d) (1994).

114. For a critique of this provision, see John C. Coffee, Jr., State Securities Preemption: The
Hidden Issues, N.Y.L.J., May 28, 1998, at 5.
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nationally traded security outstanding. If an issuer has any class of security
outstanding that is not subject to the uniform standards legislation, it remains
at risk for state law claims for any forward-looking disclosure made in
reliance on the safe harbor. These issuers have one management and make
one disclosure which can impact all their securities. To be effective, the safe
harbor should protect issuers as to all outstanding classes of their
securities." 5

C. Definition of Class Action

Both House Bill 1689 and Senate Bill 1260, in proposed section 16(f)(3),
define class action broadly to include any single lawsuit or group of lawsuits
(other than a derivative action) filed in or pending in the same court
involving common questions of law or fact, in which:

(A) damages are sought on behalf of more than 50 persons and in
which common questions (without reference to issues of
individualized reliance) predominate; or
(B) one or more named parties seek to recover damages on a
representative basis on behalf of themselves and other unnamed
parties similarly situated and common questions predominate; or
(C) one or more of the parties seeking to recover damages did not
personally authorize the filing of the lawsuit and common questions
predominate." 6

The definition also applies to any group of lawsuits filed or pending in the
same court in which damages are sought on behalf of fifty or more persons
and the actions are joined, consolidated or otherwise proceed as a single
action.'17 Thus, defendants may have the opportunity to use the combined
rules governing removal of such case (which is permitted under the statute
without regard to diversity) and then transfer the scattered cases under
section 1404 to consolidate them in one forum. The net result may be that an
individual investor who sued under state law may find himself part of an
involuntary "class" whose claim is preempted by federal law.

The broad definition of a "class" is especially important in light of the
recent flurry of activity in the filing by plaintiffs' bar of the so-called "mass

115. It is of some concern that neither of the bills as currently drafted cover municipal securities
or limited partnerships-the focus of some of the largest and costliest of class action litigation in
recent years. This can easily be corrected by extending the definition of "covered securities" to include
all of the securities identified in section 18(b) of the 1933 Act.

116. H.R. 1689, 105th Cong. (1997); S. 1260, 105th Cong. (1997).
117. See S. 1260 § 16(g)(2)(A)(ii); H.R. 1689 § 16(O(2)(A)(ii).
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action," brought in the names of hundreds of individually named plaintiffs,
who are often limited partners in an investment partnership.' 18 Especially
with the dismantling in most states of the rules against solicitation of clients
and lawyer advertising, many plaintiffs' finns have aggressively sought to
recruit clients, on a fixed-fee basis, to bring mass actions-often in the very
same matters that have already given rise to a class action under Rule 23 or
its state law analogues. Touting the purported advantages of such mass suits
over class actions, largely based on the assertion that the damage recovery
will be higher than the paltry actual return on most class actions, these
plaintiffs' lawyers urge class members to opt out and pursue separate
remedies. Both proposed bills, quite appropriately, are written to cover such
suits-which pose many of the same risks to issuers that conventional class
actions do. Importantly, the bills also enable defendants to force all actions
arising out of the same facts into one forum, thus avoiding the all-too-
common problem of being forced to litigate in several state and federal
forums simultaneously.

D. Proposed Amendments to Section 28 of the 1934 Act

All three bills would amend section 28 of the 1934 Act, to the same effect
as the amendments to section 16 of the 1933 Act.

E. Retroactivity

The provisions of House Bill 1689 and Senate Bill 1260 are expressly
limited so as not to affect or apply to any action commenced before and
pending on the date of their enactment.

F. The Scope of the Proposed Legislation

Critics have been quick to assert that passage of any of either version of a
uniform standards bill would eliminate all state court class actions involving
corporate governance or extraordinary corporate transactions such as
mergers, acquisitions or reorganizations. The SEC pressed its concerns on
this subject, as well. The sponsors of the legislation and their allies have
repeatedly and emphatically stated that each of the proposed bills is intended
to address only claims for misstatements or omissions in connection with the
purchase or sale of securities. Derivative suits, which raise claims for breach
of fiduciary duty due to mismanagement, corporate waste or conflict of

118. This is a point stressed in the Senate Report. See SENATE REPORT, supra note 111, at 4-5.
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interest, are not affected.
Drawing on a task force of practitioners and law professors who

recommended certain amendments which have drawn the endorsement of
Chairman Levitt and two other SEC commissioners, both bills contain an
exclusion for causes of action traditionally arising under state laws imposing
a fiduciary duty of disclosure. Specifically, the exclusion is designed to
preserve the availability of class actions in state court where state law
already provides that directors of corporations have fiduciary disclosure
obligations to current shareholders. The exclusion has been drafted to be
directly responsive to the concern of critics that certain well-entrenched state
law remedies should not inadvertently be preempted by the new federal
legislation.

Specifically, under both Senate Bill 1260 and House Bill 1689, a class
action is not preempted by the federal statute if it involves:

(A) the purchase or sale of securities by the issuer or an affiliate of
the issuer exclusively from or to holders of equity securities of the
issuer, or
(B) any recommendation, position or other communication with
respect to the sale of the securities of the issuer that
(i) is made by or on behalf of the issuer or an affiliate of the issuer to
holders of equity securities of the issuer; and
(ii) concerns decisions of those equity holders with respect to voting
their securities, acting in response to a tender or exchange offer, or
exercising dissenters' or appraisal rights. "9

Although there is little published history concerning the evolution of this
language-which has become known as the "Delaware carve out"-it is
evident that the provision is designed to preserve remedies where directors
have recommended a vote or acceptance of a tender offer under Rule 14D(9)
or where shareholders must vote on a transaction between the corporation
and minority shareholders.120 This list of transactions matches precisely those

119. See S. 1260 § 16(f)(3)13); H.R. 1689 § 16(11(3)(A).
120. See SENATE REPORT, supra note 111, at 4; HOUsE REPORT, supra note 111, at 17.

Specifically, the Senate Report states:
The Committee is keenly aware of the importance of state corporate law, specifically those states
that have laws that establish a fiduciary duty of disclosure. It is not the intent of the Committee in
adopting this legislation to interfere with state law regarding the duties and performance of an
issuer's directors or officers in connection with a purchase or sale of securities by the issuer or an
affiliate from current shareholders or communicating with shareholders with respect to voting
their shares, acting in response to a tender or exchange offer, or exercising dissenter's or appraisal
rights.

SENATE REPORT, supra note 111, at 4.
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circumstances in which the Delaware courts have already held that directors
have a fiduciary duty of disclosure to existing shareholders. Since the
preemption legislation, in any of its versions, does not now preempt
traditional derivative actions, the Delaware carve out does not attempt to deal
with derivative actions at all. Rather, as noted, its focus is on that narrow
category of class actions, often brought in state court, in which current
shareholders of a corporation allege that the directors, in specific
circumstances-normally involving extraordinary transactions-breached a
fiduciary duty of disclosure.
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