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by Max Berger, David Stickney 
and Tony Gelderman

Lessons Learned From Last
Year’s Corporate Meltdown

In the past, public pension funds and other 
institutional investors relied on traditional
gatekeepers to protect their stock market
investments against corporate wrongdoing. But
the spate of recent securities fraud cases, along
with the plunging market, revealed the very real
danger of this approach. All too often, the out-
side auditors, securities analysts, bankers and
other gatekeepers who are supposed to keep a
check on corporate greed are either asleep at
the wheel or, worse, active participants in the
fraud.     

Open-market securities fraud—like the swindles
that occurred at Enron, Worldcom, Tyco, Global
Crossing, Waste Management, Adelphia, Xerox,
Qwest, Sunbeam, and Lucent (to name just a
few)—and the resulting bear market eliminated
an estimated 1 trillion dollars in market capital.
Unquestionably, public pension funds and other
institutional investors incurred the greatest losses
from this meltdown because such investors
own approximately 80% of the stock in public
companies. Given their profound financial stake
in the capital markets, institutional investors
stand to benefit the most from deterring future
wrongdoing and restoring credibility to the 
capital markets. 

As New York Attorney General Eliot Spitzer
explained during the recent BLB&G Institutional
Investor Forum: “Institutional investors have a
responsibility that flows from a very simple

proposition: It’s your money. You are the ones
that have the capacity to stand up and say,
‘we’ve had enough. You cannot continue to
take us for granted.’” 

When institutions stand on the sidelines, 
corporations and their boards naturally take
them for granted. We now know, for example,
that during the boom years of the late 1990s,
boards of directors readily relinquished control
to corrupt management, rather than risk losing
the many perquisites bestowed upon directors

YOUR PORTFOLIO HAS BEEN HURT 
BY A SECURITIES FRAUD. . . NOW WHAT?
Deciding Between Stepping Forward As The Lead Plaintiff, Pursuing
An Individual Lawsuit In State Court, Or Doing Nothing
…In Sixty Days Or Less

Continued on next page. 

Mr. Berger is a senior partner of Bernstein

Litowitz Berger & Grossmann LLP and

heads the firm’s litigation practice. He also

is a frequent commentator on securities 

litigation and corporate law, particularly 

as it relates to public pension funds. 

Mr. Stickney is a partner in the firm’s

California office and prosecutes complex

securities cases in state and federal courts.

Mr. Gelderman is Of Counsel to BLB&G

and manages the firm’s Louisiana office.

Max Berger
David Stickney 

Tony Gelderman

Portions of this article

were previously 

published in the 

May 2002 issue of 

The NAPPA Report, the

signature publication

of the National

Association of Public

Pension Attorneys.



Advocate
B L B &G I N S T I T U T I O N A L  I N V E S T O R  

www.blbglaw.com BERNSTEIN LITOWITZ BERGER & GROSSMANN LLP Volume 5, First Quarter, 20032

Advocate
B L B &G I N S T I T U T I O N A L  I N V E S T O R  

Therefore, in order to have the maximum
flexibility in your decision making, public
pension funds should be prepared, within
60 days, to make an informed decision
about which of the three alternatives 
discussed below is most appropriate for
the given situation. 

Three Choices to Recover
Assets After a Securities Fraud 

Consider this familiar scenario: A public
pension fund purchases shares of a 
company’s stock after it announced record
financial results. A month later, the com-
pany announces that its “record financial
results” were the result of improper 
revenue recognition, and the company
would “restate” those results to reflect 
a loss. On this news, the price of the com-
pany’s stock plummets. Small share-
holders file a securities class action in
federal court and simultaneously publish
the required notice, which advises all
investors that they may seek to serve as
the Lead Plaintiff by filing a motion within
60 days. 

After further investigation by experienced
counsel reveals an apparent securities
fraud, the pension fund has three choices:

1 Do nothing upfront, but remain a
class member and file a proof of
claim if there is a recovery at the end
of the case; 

2 File an individual action in state court

to recover the fund’s losses; or 

3 Move to be appointed as the Lead

Plaintiff (either alone or together with
other institutions) in the federal secu-
rities class action. Each option has its
material advantages and disadvantages.

Given their profound financial

stake in the capital markets,

institutional investors stand to

benefit the most from deterring

future wrongdoing and restoring

credibility to the capital markets. 

In this environment, securities fraud
flourished—particularly accounting fraud.
A simple statistic makes this point:
Between 1990 and 1997, the average
number of financial restatements by 
public companies was only 49 per year.
This increased to 91 in 1998; 156 in 2000;
270 in 2001; and a staggering 330 in 2002.

Against this backdrop (and with investor
confidence at an all-time low), institutional
investors are increasingly taking pro-active
steps to protect their investments, recover
their losses, and deter future wrongdoing.
Such active participation includes retaining
experienced and trusted counsel to eval-
uate potential securities fraud cases and,
where appropriate, seeking appointment
as the Lead Plaintiff or taking another
course of action. 

First Things First: Retain
Competent Counsel 

To make an informed decision after 
suffering a loss in an apparent securities
fraud, it is critical for institutional
investors to pre-select experienced secu-
rities litigation counsel and to implement
effective procedures for monitoring their
portfolios. In this manner, an informed
decision can be made on a case-by-case
basis in a timely fashion. The PSLRA,
after all, requires that anyone seeking to
serve as the Lead Plaintiff must file a
motion within 60 days of the publication
of the statutory notice, which is the
notice published in each case by the
plaintiff who filed the first complaint
(ordinarily a small investor with little at
stake in the case) in a business-oriented
publication or wire service.

SECURITIES FRAUD

Continued from page 1.

of a modern public corporation—such
as use of the corporate jet. With little
actual work and a lavish lifestyle, direc-
tors readily approved massive stock-
option awards to management while
turning a blind eye to corporate over-
reaching. Hitting short-term targets for
the company’s stock price (and unload-
ing shares for personal profit) quickly
displaced the goal of increasing value
for large investors.

Before institutional investors stepped
forward in significant numbers to serve
as the Lead Plaintiff in federal securities
class actions, corporate wrongdoers
had little reason to think twice. 

Special interests had eroded the very
laws that had been designed to deter
corporate wrongdoing and provide
investor protection. The centerpiece of
this campaign was the Private Securities
Litigation Reform Act of 1995 (the
“PSLRA” or “Reform Act”), enacted
over a presidential veto, which signifi-
cantly tipped the playing field against
defrauded investors. For example, the
PSLRA gave corporate defendants a
“Safe Harbor” for certain false state-
ments and required the victims of secu-
rities fraud to allege their claims up
front with unprecedented detail while
automatically staying all discovery
against the corporate defendants. 

Meanwhile, the Securities Exchange
Commission (“SEC”), the regulatory
agency charged with enforcing the secu-
rities laws, clearly lacked the resources
to police the entire market, giving dis-
honest insiders every reason to believe
that they could cover their tracks and
take the market for a ride. As Peter
Hellman, a Qwest board member, stated
in an internal email that captured the
attitude of much of corporate America,
“there are well known consequences for
not making the numbers, but no clear
consequences for cutting corners.”
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The Advantages and Disadvantages
of “Doing Nothing”

In every securities fraud case, one option is
to do nothing, wait until the case is
resolved, and, if there is a recovery, file a
proof of claim.

The Pros

✔ The obvious advantage of this approach
is that there is no commitment and no
expense. By doing nothing, the institu-
tion will avoid depositions, document
production and other forms of compul-
sory discovery. At the end of the case —
if there is a recovery — the pension fund
may recover some of its losses as a pas-
sive class member.   

The Cons

✔ The profound disadvantage to doing
nothing, however, is that the pension
fund loses all control over the litigation.
If the Lead Plaintiff is not a strong insti-
tutional investor with outstanding coun-
sel, class members are likely to receive
only “pennies on the dollar” and future
wrongdoing will go undeterred. 

When it’s appropriate to do nothing:

Doing nothing makes sense when the
pension fund suffered small losses or
has very limited resources. It also makes
sense when another public fund, with a
larger loss, steps forward to serve as the
Lead Plaintiff and retains counsel that the
institution knows and trusts. In that case,
the pension fund with the larger loss can
ably protect the interests of all investors. 

The Advantages and Disadvantages
of Filing an Individual Case in 
State Court

When “doing nothing” is not optimal,
the pension fund faces a choice between
filing an individual action in state court,
on the one hand, or seeking appoint-
ment as the Lead Plaintiff in the federal
class action on the other. Theoretically,
there are certain advantages to filing an
individual lawsuit in state court: 

The Pros  

✔ A state court plaintiff may attempt 
to “chart its own course,” separate and
independent from the class of other
investors; 

✔ A state court plaintiff may avoid the
PSLRA discovery stay (if there is no anal-
ogous state law); 

✔ An individual plaintiff may attempt to
complete all discovery and get to trial
faster than the class action; 

✔ A state court plaintiff may have more
success than federal plaintiffs in asserting
aiding-and-abetting claims against sec-
ondary actors, like lawyers and bankers.  

The Cons

✔ State law causes of action frequently
have jurisdictional limits, such as limiting
the remedy to “in state” conduct or
imposing a short statute of limitations,
which can eliminate or reduce recovery
that is available in federal court;

Multiple state lawsuits will

greatly undermine the 

fundamental purpose of the

Reform Act’s Lead Plaintiff 

provisions. Multiple state 

lawsuits will greatly undermine

the fundamental purpose of the

Reform Act’s Lead Plaintiff 

provisions.

✔ Attorney fees will be significantly
higher in an individual action because
capable securities trial lawyers frequently
charge a substantial percentage of the
recovery for non-class cases, whereas
attorney fees are carefully scrutinized in
class actions and fees of 10-15% are
common;

✔ Some law firms are filing multiple
state court actions in many courts for dif-
ferent institutional investors, and there-
fore, unless the public fund insists that
counsel represent only it, the institution
will lose its independence and any abili-
ty to chart its own course because coun-
sel’s attention and loyalty will be divided
among various clients with different
ongoing cases in different states;

✔ Individual lawsuits in state court have
no leverage, unless the individual loss is
enormous, because the defendants will
be far more concerned with the collective
power of the class action than with the
individual case;
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✔ The discovery imposed on an individual
plaintiff in state court is often extensive,
intrusive and far more burdensome
than the discovery required of the Lead
Plaintiff in a federal class action—
including, for example, many time-
consuming depositions in the state
court action and a pointed probe into all
investments, not just the specific invest-
ment at issue; 

✔ State lawsuits are subject to being
stayed because judges do not like
“splintered litigation” in multiple courts
and will frequently seek to coordinate
discovery with the dominant federal
action to avoid unnecessary duplication
and burden on the court, defendants
and witnesses; 

✔ Individual state lawsuits offer no real
opportunity to effect systemic corporate
governance changes as part of a recovery
—like eliminating “staggered boards”
and requiring shareholder approval for
changes to stock-option incentive plans; 

✔ By filing an individual action in state
court, the public fund may be forced to
waive its federal claims under §10b-5
because such claims can only be
brought in federal court; 

✔ Individual plaintiffs in state court 
experience delayed recovery because
defendants almost never settle an indi-
vidual lawsuit before resolving a class
case, and rarely on more favorable terms; 

✔ Multiple state lawsuits will greatly
undermine the fundamental purpose of
the Reform Act’s Lead Plaintiff provisions
—which Congress enacted specifically
to give institutions control over securities
litigation—because multiple state law-
suits undeniably interfere with the ability
of the institution serving as Lead Plaintiff
to run the class action effectively for the
benefit of all institutional and other
investors. 

When it’s appropriate to file an individual

case in state court: Filing an individual
action in state court is appropriate when
the institution has a large enough loss
to warrant the time and economic com-
mitment, especially where the federal

class action is not being handled by an
institutional investor or lead counsel
that the institution knows and trust.
Further, before filing an individual state
court action, the public fund must be
confident that it is not waiving any 
substantial federal claims and that the
public fund is represented by securities
counsel that is free from conflicts or
divided loyalty and can take the case to
trial, if necessary. 

The Advantages and Disadvantages
of Being a Lead Plaintiff in Securities
Class Actions

The Lead Plaintiff provisions of the
PSLRA were enacted, in large measure,
to encourage public pension funds 
and other institutions to take control of
securities class action litigation. Unlike
nominal investors, institutional investors
can put real pressure on defendants and
force them to settle on attractive terms. 

The Pros 

✔ A class action with an institution as 
the Lead Plaintiff has powerful leverage
against defendants, in both small and
large cases, leading to the greatest
recoveries in both absolute terms and
as a percentage of damages;  

✔ As Lead Plaintiff, the institution will
have unsurpassed control over negotia-
tions and will, therefore, have the greatest
opportunity to impose needed corporate
governance changes;

✔ There are typically lower attorney fees
when a public pension fund is a Lead
Plaintiff in a class action;

✔ The discovery process tends to be less
burdensome on institutional investors in
federal class actions than in individual
state lawsuits because defendants know
that numerous investors are willing to
step into the shoes of the Lead Plaintiff
if, for some reason, the institution is found
to be an unsuitable class representative; 

✔ Courts are, generally speaking, loathe
to impose onerous discovery against an
institution in the class context because
no individual reliance needs to be proven;

✔ Serving as Lead Plaintiff in a class
action generally requires significantly
less time commitment than prosecuting
an individual state court action;

A class action with an institution

as the Lead Plaintiff has power-

ful leverage against defendants,

in both small and large cases.

✔ By serving as Lead Plaintiff, the insti-
tutional investor will protect against a
cheap “pennies on the dollar”settlement;

✔ By serving as Lead Plaintiff, the insti-
tutional investor will protect against an
unreasonable award of attorney fees that
sometimes happens when nominal
investors serve as Lead Plaintiff and do
not adequately supervise counsel;

✔ Being Lead Plaintiff in a class action
further promotes the institution’s long
term best interests by deterring corporate
wrongdoing and restoring integrity in
the markets, goals which generally cannot
be achieved through individual actions
in state court; 

✔ Lead Plaintiffs are better able than
individual plaintiffs in state court to
force the culpable wrongdoers (not just
their insurance companies) to pay.

The Cons

✔ Under the federal securities laws,
there are no claims for aiding and abetting,
which may (in certain circumstances)
preclude claims against secondary actors
such as lawyers, bankers and consultants;

✔ Securities class actions are subject to
the pleading requirements of the PSLRA,
which may be higher than the pleading
requirements of some state law claims; 

✔ The institution gets no greater recovery
than its pro rata share of the settlement,
although it can recover its costs;

✔ The Lead Plaintiff has a fiduciary
responsibility to the class to monitor the
litigation for the benefit of all investors,
which requires the devotion of some time.
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When it’s appropriate to seek appoint-

ment as Lead Plaintiff: The determination
to seek appointment as a lead plaintiff
(alone or together with other institutions)
must be made on a case-by-case basis,
but it is most appropriate when the public
fund incurred substantial losses, no
other institution with a greater loss has
stepped forward, and the institution is
represented by trusted and experienced
counsel. Seeking appointment as Lead
Plaintiff is particularly appropriate when
the facts of the case suggest that
investors would benefit, not only from
the return of their money, but also from
corporate governance changes.
Moreover, serving as the Lead Plaintiff
makes sense when the institution wish-
es to maximize its bargaining power by
having the considerable leverage of the
class action. 

Active Institutional Investor
Participation Affects the
Outcome of Securities
Litigation

The future credibility of our capital mar-
kets will depend, in large measure, on
the commitment and active participation of
institutional investors. Based on the experi-
ence, so far, of institutions serving as
Lead Plaintiffs under the PSLRA, it is
clear that institutional investors make a
difference. 

In the Cendant case, for example, the
New York State Common Retirement
Fund,  CALPERS and the New York City
Pension Funds served together as Lead
Plaintiffs for the federal class action and
compelled defendants to settle for more
than $3.2 billion in cash—the largest 
single recovery ever in a securities class
action. Lead Plaintiffs made it clear to
defendants at the outset of the case that
Lead Plaintiffs would not settle for 
“pennies on the dollar,” and they fol-
lowed through on this commitment: The
settlement will return approximately
40% of damages to class members. In
addition, as part of the settlement, Lead
Plaintiffs forced important changes in

Cendant’s corporate governance struc-
ture, including the creation of a truly
independent board of directors (as well
as key committees), the elimination of
staggered boards and the requirement
of shareholder approval for changes in
stock option plans.  

Likewise, in the 3Com case, the
Louisiana School Employees’
Retirement System and the Louisiana
Municipal Police Employees Retirement
System stepped forward after learning
of numerous class actions by small
investors. Together, the Louisiana Funds
were appointed as Lead Plaintiffs and
ultimately settled the case, after three
years of litigation, for $259 million in
cash—the largest securities settlement
in the history of California and one of the
largest nationally. Investors recovered
approximately 50% of the 
estimated damages. 

Having institutional investors serve as
the Lead Plaintiff is a tremendous bene-
fit in both large cases (like Cendant and
3COM) and relatively small cases. In the
Assisted Living case, for instance,
Miami Police Relief and Pension Fund
(the “Miami Fund”) served as the Lead
Plaintiff and settled with the nearly-
bankrupt company and its auditor for
$43 million. This recovery amounted to
approximately 60% of recoverable dam-
ages and is one of the largest securities
fraud class action recoveries in Oregon
history.  

The future credibility of our

capital markets will depend, in

large measure, on the commit-

ment and active participation

of institutional investors.

Before institutions decided to take an
active role in securities class action, the
average recovery was 9% of damages.
However, as Cendant, 3COM, Assisted
Living and a host of additional cases
show, institutions can achieve excellent
recoveries both in terms of dollar
amount and percentage of recovery. 

Conclusion

The parade of recent securities frauds,
and their aftermath, has awakened the
institutional investor community to the
necessity of taking active steps to recov-
er losses and deter future wrongdoing.
Restoring the integrity to our capital
markets will depend, to a great extent,
on the commitment of institutional
investors and their resolve to serve as
Lead Plaintiffs in appropriate cases. 

Max Berger can be reached at
max@blbglaw.com. David Stickney can
be reached at davids@blbglaw.com and
Tony Gelderman at tony@blbglaw.com.
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