Securities Roundtable

ecurities law enforcement in the United States is in flux. This month’s roundtable discusses the U.S. Supreme

Court’s decision in Tellabs, Inc. v. Makor (127 S. Ct. 2499 (2007)), the Court’s upcoming consideration of

EXECUTIVE SUMMARY

Stoneridge Investment Partners v. Scientific-Atlanta, Inc. (127 S. Ct. 1873 (2007)), Brocade CEO Greg Reyes's
criminal conviction for stock options backdating, and the SEC’s new initiative on insider trading by hedge funds.

The panelists are Scott Fink and Daniel Floyd of Gibson, Dunn & Crutcher; Mark Conley and Bruce Vanyo of
Katten Muchin Rosenman; Jeff Lawrence of Coughlin Stoia Geller Rudman & Robbins; and Michael Torpey and

Robert Varian of Orrick, Herrington & Sutcliffe. The roundtable was moderated by Custom Publishing Editor

Chuleenan Svetvilas and reported by Krishanna DeRita for Barkley Court Reporters.

MODERATOR: What are the implications of the
U.S. Supreme Court decision in Tellabs v. Makor?

LAWRENCE: Tellabs cleared up some confusion in
a couple of different Circuits. The lower courts are
still working it out, but they did set out a standard
that says in essence, if the plaintiffs or the com-
plaint gets reasonably close, the tie goes to the
plaintiffs. So Tellabs helped in terms of pleading, at
least in the Sixth Circuit, and the Ninth Circuit.

TORPEY: The test is “a reasonable person would
deem the inference of scienter cogent and at least
as compelling as any opposing inference.”

FLOYD: And it's got to be powerful regardless of
how it compares to other inferences.

If you look at the Ninth Circuit, they have pret-
ty consistently said that even if you have five or six
facts that in and of themselves aren’t sufficient for
scienter, collectively they might lead to a strong
inference of scienter. The Supreme Court turned
that around and said it's not enough that you have
a single fact or even facts that might, standing
alone and taken as true, lead to a strong inference.
You have to look at all of them to see that they may
have a dilutive effect.

CONLEY: The holistic notion was discussed in the
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context of the comparative approach, where you
are supposed to compare the competing infer-
ences of the plaintiff and the defendant and it can
be deductive instead of just additive.

VANYO: That's what the courts have been doing all
along. | think the decision is not going to have
much of an impact. Virtually every circuit has spo-
ken multiple times on this and | don’t think they
are going to go hack, reexamine and change what
they've done in the past.

FINK: My view is that this arms the defendants with
the ability to point to not only facts that negate
inference from the complaint, but facts that negate
inference from documents that can be judicially
noticed. | often represent accountants, and in many
of the cases there are allegations in judicially
noticeable documents that the management was
lying to and concealing information from the
accountants. In those kinds of cases, it's very diffi-
cult to argue that it is at least as compelling an
inference that the accountants were in on the fraud
as they were being deceived.

VARIAN: | think there are good things and bad
things for the defense side. The opinion is very
clear that when you go through this netting
process, you look at all the allegations in the com-

plaint and you reach substantially beyond the
complaint. That's a plus.

On the negative side, there are lots of deci-
sions over the years that make it pretty clear that
stock sales, even substantial stock sales, won't
support scienter. | think some of the language in
the opinion may erode that authority.

FLOYD: The Court was just laying out general rules.
The courts can take different approaches on indi-
vidual fact patterns depending on how they view
securities class actions. But | think the Supreme
Court established a basic useful framework for
defendants that must be followed.

TORPEY: Most of the defense bar was disappoint-
ed by the decision. We were hoping for something a
ot stronger.

One issue is: If there are two competing infer-
ences, neither of which is strong, and the plaintiff's
is at least as compelling as the one that the
defense raises, some think you can read Tellahs to
say the plaintiff wins.

VANYO: | don't think they win in that circum-
stance. The inference has to, on its own merit, have
sufficient strength.

FINK: We went into Tellabs with the strongest test
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being that it had to be the most compelling infer-
ence, and you had to do a comparative analysis,
and that meant 51/49. Then you had other circuits
that said we don't have to do a comparative analy-
sis at all, and we got a test that says 50/50. We
now have a test that says 50/50. But the victory is
that it has to be a comparative analysis. There were
Circuits that said we don't have to consider the
facts that negate inference. We do now.

TORPEY: All that's true, but | was hoping for better.
This is the end of the game in terms of substantial
jurisprudence on the test. We are going to move on
to other things. We won't see very many Circuit
decisions on this anymore and we won't see any
more Supreme Court decisions on it.

MODERATOR: What’s at stake in Stoneridge
Investment Partners v. Scientific Atlanta, which will
be argued in the Court’s fall term?

LAWRENCE: What's at stake is basically allowing
accountants or underwriters or any other people
who are directly involved in committing fraud the
ability to avoid liability by simply not making a
statement. There are a lot of cases, Enron being one
of them, where you have people who are directly
involved in the scheme to defraud who, if Stoneridge
is allowed to stand, are going to escape liability.

FINK: I think the impact on the accountants will be
very small. In most cases where accountants get
sued, it's because they have made affirmative
statements in audit opinions in a 10-K. So the
cases are direct, primary liability cases.

LAWRENCE: Accountants are sued now for the
statements they make at the 10-K, but that's
because they say we didn't make a statement on
review. Depending upon how Stoneridge comes
out, it may change that.

TORPEY: There are a lot of obstacles that will stop
the plaintiffs bar from adding a lot of collateral
players as defendants, regardless of what happens
in Stoneridge. There are a number of different ways
to approach the analysis. | found the Solicitor
General's brief fascinating. It had a completely dif-
ferent approach than either the plaintiffs bar or the
defense bar has taken in the past.

CONLEY: The Solicitor General’s brief, by bringing in
liability for a deceptive act, endorsed the concept of
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scheme liability and placed all the weight on
whether the plaintiff can show their reliance on what
the deceptive acts were and how they factored into
the investment decision. The control for liability of
the secondary party is sort of in the hands of the
issuer as to what they disclose with respect to the
acts that are part of the so-called scheme.

FLOYD: The problem is for enforcement purposes,
you are left in the brief with a broad definition of
deceptive act, even as they argued no reliance.
Most people have conceived that a deceptive act is
one directed at the shareholding public, and the
brief suggests that isn't necessarily the case. It
could be something directed at an intermediate
player, not the public.

TORPEY: The Solicitor General took a very broad
position on what a deceptive act is, much broader
than the defense bar would be comfortable with.

VARIAN: The broadening of the deceptive act con-
cept sweeps in people who nat only are not selling
securities and not involved in the process of selling
securities, but are not even associated with the
issuer. They are not dealing with or responsible to
the people who are purchasing the securities.

VANYO: If you expand “deceptive act,” what are the
elements of the claim? Youd be starting fresh.
There aren't that many decisions out there on
scheme liability, and most of them reject the idea.
So why did the Supreme Court take this case?

LAWRENCE: Well, the Ninth Circuit was at odds in
its Charter decision.

VANYO: It was and it wasn't. It didn't define liabil-
ity, and that's one splinter decision from what's oth-
erwise a uniform body of law.

TORPEY: There’s a whole body of law about the lim-
its of “deceptive act,” and all of a sudden, you have
the Solicitor General ignoring the SEC and filing a
brief that blows up most of the defense theory
about what a deceptive act is.

VANYO: The issue presented to the Court is a situ-
ation where respondents engaged in transactions
with no legitimate business or economic purpose
except to inflate artificially the public corporation’s
financial statements. If all the Supreme Court rules
is that a transaction like that is a deceptive act and
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can constitute the basis for liability, it's not going
to be very useful to the plaintiffs bar.

LAWRENCE: But | think the argument goes one
step beyond that. If you limit that to the washed
sales, then you have the secondary actor in this
case, the corporation, doing other things to pro-
mote the false financial statements. So is it all part
of the deceptive scheme to defraud?

FINK: I think the answer is no. If I help you defraud
your investors, am | liable for primary liability? That
sounds to me like aiding and abetting. | help you
breach some duty that you have to some third party.

VARIAN: The Solicitor General’s brief threw open
the deceptive act concept a lot wider than some of
us thought it is or should be. But it also took the
position that if you deliberately engage in conduct
knowing that it will inflate the financial statements,
you get a pass because that part of your conduct
wasn't disclosed, which really misses the point.

LAWRENCE: But scheme liability and aiding and
abetting are two different theories of liability. When
you prosecute them, you can distinguish between
them. Take your typical mail fraud scheme. You've
got a guy at the top who says this is what we are
going to do and has people make phone calls and
gin up some way to get money for no products, and
then they take it and steal it. The guy in the back
room may never have made a phone call, but he is
definitely involved in the scheme to defraud.

FLOYD: Sounds like a conspiracy though. Maybe
the courts moved too quickly over conspiracy lia-
bility and secondary liability.

LAWRENCE: It is a conspiracy as well, but the dif-
ference is if | was the guy in the back room and |
had all these people who sit around and decide to
commit this mail fraud and one of the people in the
room happens to be tape recording that, they
could turn it over and | could be prosecuted for the
conspiracy without necessarily ever defrauding any-
body. The conspiracy is the agreement to defraud
others; scheme liability arises when you actually go
out and defraud them. Under federal law, both can
be prosecuted.

FINK: But even the Solicitor General puts all his

cards into reliance, and doesn't that imply that the
fraud is statement-type fraud and not some unde-
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fined scheme?

CONLEY: In the Stoneridge case, did Scientific-
Atlanta and the defendants actually make state-
ments to the auditors that were false?

FINK: It doesn’t say that in the description of the
facts. It says that they agreed to backdate docu-
ments, and that the conduct of backdating the
documents may have deceived the auditors.

MODERATOR: What will the impact of Brocade CEQ
Greg Reyes's conviction on the stock options back-
dating be on future criminal cases?

VANYO: People are speculating it will produce
more prosecutions, principally because the evi-
dence and intent in the case was a little bit on the
weak side. And if that can produce a criminal con-
viction, that's going to encourage a lot of prosecu-
tors to go forward. On the other hand, to a certain
extent the prosecution got lucky based on some
tactical decisions made in the case.

FINK: What | thought was interesting was the DOJ
picking that case to be the first one in the Northern
District. | would have thought we would have seen
a case where an executive made tens of millions of
dollars. The fact that they got a conviction without
that big personal benefit bodes very poorly for
upcoming defendants.

CONLEY: Maybe one reason why that case was suc-
cessful was because it seemed like the scheme for
backdating was pretty clear—the defendant was
deliberately participating in backdating the options
for the purpose of lowering the grant date price and
there were other actions including the manipula-
tion of the employment dates and things like that
to try and buttress the backdating.

FINK: That, however, exists in many of the other
cases that I'm thinking of where executives reaped
very, very substantial amounts of profits.

TORPEY: It was happenstance that Brocade got
out in front of all of the other cases.

CONLEY: It was also one of the first cases that the
prosecutor started investigating.

FINK: I've seen a lot of these where there haven't
been indictments yet.
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LAWRENCE: Realistically if you are going to try to
settle the criminal case, you want to plead it before
the grand jury hands up an indictment.

TORPEY: There were some really interesting legal
issues in Brocade. First, the evidence of the mental
state was very thin, and for the government to get
a conviction on that evidence was very surprising.
Also, the first count was a criminal books and
records charge. The judge took the prosecutor’s
view that the mental state was, “all you need to do
is know that the books and records are wrong and
that you are doing something wrong by signing
these books and records”

LAWRENCE: So when you say it was thin evidence
on intent, what about Reyes saying it’s illegal to
backdate options?

VANYO: He didn’t say that. He made a broad state-
ment that “it's not illegal unless you get caught.”
And it wasn’t clear from the testimony in what con-
text he made that statement.

VARIAN: You've got thin evidence. You've got a guy
who didn't profit from the conduct and arguably
was trying to do the best thing for the company, try-
ing to use rank and file options to recruit good peo-
ple and do the right thing for the shareholders. And
you have an instruction that would have given the
jury a pretty easy out if they wanted to treat him
more kindly. And the jury apparently blew right past
all of that and slammed him, which is scary.

LAWRENCE: Talent recruitment is just not a good
reason to backdate options, it seems to me.

CONLEY: The reason that was used in Brocade is
probably because A., it's not enriching the people
who are making the decision, and B., it's being used
for the good of the company, as Bob [Varian] said.

LAWRENCE: Then pay them and tell the sharehold-
ers that you are paying them.

CONLEY: You are paying them, but you are paying
them with the cheapest currency available in the
company.

FINK: What's different about this is the common-
sense visceral reaction to backdating documents. It
just rubs people the wrong way. If you intentionally
backdate a document, somebody is going to say,
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“Look, you must have known there was something
wrong with that. You don't just backdate documents.”

TORPEY: One of the instructions that Judge Breyer
gave was that backdating itself is not illegal.

LAWRENCE: Maybe it's not illegal per se, but back-
dating documents—particularly when there are mil-
lions gained by virtue of the earlier, improper
date—suggests wrongdoing in and of itself.
Especially when the backdating is not disclosed.

CONLEY: The problem was that they treated it as
though the back date was the correct date in trans-
actions. When you are documenting a transaction,
you may consider what the appropriate date is, but
the choice is determined by when the deal was
struck, not by what is convenient economically.

LAWRENCE: The defense argued that this is not
material because shareholders didn't care about it.
But if that's true, why do they go to such great
lengths to hide it? There’s no good answer.

FLOYD: This discussion ultimately relates to prose-
cutorial discretion whether to bring charges, not
just whether it may be a violation. Why pick this
conduct to single out for criminal prosecution?

TORPEY: It's terribly unfair against this guy.

FLOYD: It has lot of cascading consequences for
people. If something that might ordinarily subject a
client to meaningful civil liability also might now
put him in jail, how do you handle an investigation
as a lawyer? It creates uncertainty.

FINK: One thing we certainly see is companies
involved in the backdating issue are tripping all
over themselves in every conceivable way to coop-
erate with DOJ, the SEC, and everybody else.

VARIAN: What about the SEC? Isn't this going to
strengthen their hand? They can now say the pros-
ecutor down the hall wants to bring this as a crim-
inal matter.

TORPEY: | think the Brocade verdict is going to have
a larger impact on the SEC than on the DOJ. These
are hard cases to prosecute and the DOJ knows it.
Even today, it is not clear that Judge Breyer thinks
that Reyes’s conduct was particularly onerous. It will
be interesting to see how the sentencing tums out.
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VANYO: In light of this, now the SEC has to do
something about the 200 cases that they've been
sitting on all this time. They have to start disposing
of them, cutting deals, and working their way
through it.

TORPEY: This could also have an impact on the
150 or so derivative actions that are sitting out
there. | see an increasing settlement pressure on
the individuals who actually did something wrong.
A lot of companies are forming Special Litigation
Committees. And the SLCs are frequently making
significant distinctions between the various individ-
uals involved. The SLCs are having a difficult time
getting global resolution. These are hard cases to
settle because the carriers are taking the position
that they are not going to pay anything.

FLOYD: A lot of people, basically their professional
life will be ruined from this. If it had gone in a dif-
ferent direction, then those peaple might have been
able to get out on a much less draconian result.

MODERATOR: What do you think is going to hap-
pen as a result of the SEC’s working group to com-
bat hedge fund insider trading?

CONLEY: Well, SEC Chairman Cox told the Senate
Banking and Housing Committee that the SEC had
organized the working group to explore insider
trading by hedge funds. This was one of a number
of initiatives the SEC has undertaken in the past
year and a half or so, after Goldstein v. SEC (451 F.
3d 873 (2006) overturned the rule requiring the
registration of managers for hedge funds.

The SEC has pursued a number of cases where
hedge funds were allegedly trading on inside infor-
mation. For example, there was a case involving an
informal network of hedge fund managers who were
trading nonpublic information about upgrades and
downgrades where the SEC successfully brought
charges against them.

The chairman’s announcement was only three
days hefore the Senate Judiciary and Finance com-
mittees issued their report on how the SEC'S
enforcement unit handled the allegations of insid-
er trading against Pequot, in connection with their
trading of Heller Financial’s stock just before it was
acquired by General Electric. The SEC is trying to
reestablish its credibility and authority to regulate
the conduct of hedge funds. Hedge funds reported-
ly manage about 5 percent of U.S. assets and are
responsible for 30 percent of the trading of public

trade securities here in the United States.

VARIAN: Are they are going to look at market
manipulation? One of the problems that has come
up over the years is hedge funds that specialize in
shorting stocks occasionally planting false stories.
There have been times when clients came to me
and said, “Can’t we sue this hedge fund partner?”
A couple of instances, | thought were market
manipulation that could have been proven. But the
SEC did not seem very interested.

FINK: There have been something like 100 enforce-
ment actions against hedge funds in the last seven
or eight years. So this is something that's definitely
big on the radar screen and it covers a whole host
of different types of practices that may be manipu-
lative or unlawful. Some of these hedge funds
allegedly have been using their private investment
in public equity or PIPE investments—stock that
they acquire that's not registered—to then cover
short sales later on. The SEC's been going after
them, saying they are essentially getting around the
registration requirements by doing this.

CONLEY: The SEC has been successful in pursuing
that kind of short selling in advance of a PIPEs offer-
ing, where the short seller knows that he’ll be able
to readily cover the short sales in the future. But
there have been other kinds of allegations of short
selling to try and drive the price down. It's very diffi-
cult for the SEC to prove the conduct they need to
in order to attack insider training in those cases. The
SEC also is looking into insider trading that alleged-
ly occurs when there’s a large M&A transaction
involving a public company, and the information
leaks out from the advisors or participants.

TORPEY: Is there going to be a time in the not-too-
distant future where the hedge funds register and
then start issuing investment documents that the
plaintiffs bar could bring an action on?

CONLEY: The SEC adopted the rule requiring hedge
fund managers to register. The rule became effec-
tive before it got overturned, so quite a few regis-
tered. But it’s unlikely that the SEC will try to prom-
ulgate that rule again.

The SEC is likely to pursue more limited action,
such as a new rule adopted in July to make it clear
that it is a fraudulent practice to misrepresent the
information about the hedge fund to prospective or
actual investors. m
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