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THE NASDAQ STOCK MARKET NASDALD

NEW YORK ! WASHINGTOM ¢ LONDOHN ¢ PALD ALTO

gRESIDE?ET MAN

December 20, 1993

The Hunorable Chuistopher J. Dodd
United States Senate

444 Russell Senate Office Building
‘Waghington, D.C. 20310

The Honorable Pete V. Domenici
United States Senate
427 Dirksen Senate Office Buoiiding

Washington, D.C. 20310

Dear Senators:

During the past year, we at the Nasdag Stock Market have become mureusiugly
concerned abhout the effect that abusive litipation is having on the flow of information to
the market for the stock of Nasdaq companies. The Nasdag Stock Market is a compuier
screen-based market that operates, unlike an exchange, without a trading floor. It lisws
the securities of 4,500 domestic and foreign companies, more than all other U.S. stock
markets combined, and accovnts for approximately 45% of all the equity share volume
that takes place in the U.S. each day. The companies listing their securitics on Nasday
run the full spectnim of U8, indnstries, from a substantia]l gumber of young innovative
corporations that make up the new and emerging industries to many seasoned companies
operating in well-gstablished sectors of the economy.

Our concern is with the increasing number of lawsuits against public companies
that are commenced merely becanse of a downward price movement in a company's
stock, Many of thess lawsuits are filed in cookie cntter fashiom without stating
particulars just to generate seitlements. While we generally would not become involved
in a litigation issue, we are very concemed abont the chilling effect these suits are having
on the quality of mformation that is being provided to the market. If forward looking

_information is released by a company and at some point in the future, for whatever
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reason, the market for thai company’s shares declines, the companmy today has an
excellent chance of an expensive lawsuit alleging violations of the securities aws,
whether or not there is any evidence of misconduct. In most cases, the complexity of the
applicable statutes, the costs of defending litigation and the possibility of class action
damages forces the company 1o make a business decision to settle.

This has brought abont 2z very significant change in corporate exposwre. As a
result, many companies are stiking 2 more defensive and restrictive posture and
information relating to a company’s projections of the future is inereasingly not being
roade available to the public a9 it hag in the past. Foreard logking statements are entical
to investors and securities analysts evaluatton of a company’s prospects.  With fess

_ information the markeis work less efficiently resulting in both a misallocation of and dse

in the cost of capital.

We have been working with Nasdaq companies as well as a number of
organizations and associations to develop a number of reforms which would discourage
frivolous lawsuits by altering the economics and the procedures in these lawsuits. We
strongly urge you to consider the following referm proposals for legislation on securities
litigation. These reforms should alse be applicable to pendant siate claims.

» Optional Alternative Dispute Resolution (ADR). Parties in a shareholder swit
should have the option of requesting Eurly Neotral Evaluation { a form of voluntery,
non-binding ADR used in several Federal coursts} utilizing special securitics experts.
If a party refoses to submit to Early Neutral Evaluation and subsequently loses in
court, that party would be required to pay the attoreys™ fees of the prevailing party if
its case is not “substantially justified” If a party docs submit, but is not satisfied with
the resulls vl Ealy Neutral Evaluation, it could take the casc to court. At an earddy
stage of the court proceeding, the judge would evaluate the results of the Eady
Neutrzl Evalvation and any other information the parties want to submit. If the parry
that did not agree with the resnlts of Early Neutral Evaluation does pet bave a case
that is “substantially justified,” that party will be put on notice that if it procceds with
its casc and loscs, it must pay the attorneys’ fees of the prevailing party incwrred from
that point forward

¢ Arbitration : Corporations counld be allowed, with shareholder approval, to 'muluide
provisions in their byiaws that would require sharcholder claims under the securibics
Iaws to be Bandled by arbitration or ADR
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Named Plaintiff Thresholds: The named pleintiffs should be required to hold, in the
aggregate, at least a certain percentage of the secarities at issue.

Plaingiff Steering Committees: As in bankruptey ceses, the court would be
authorized to appoiot 2 committee of shareholders to include those with the largest
claims at stake, The committes could supervise class counsel and take greater contyol
of the litigation, with safcguards to cosurc that the litigetion would not be wnduly

delayed.

Prohibitions Ageinst Litigetion Abuscs: Practices such as paymente of bounties to
named plaintffs snd payments of referral fees to third parties should be barred.
Doing so wili help ensure that the named plaintiffs have a real stake in the litigation.

Offer and Settlement: The secunibies faws should be amended to allow zither party
to offer a seitlement, and to require the party declining the settlement (or that party’s
attorney) to pay the offerer’s costs (including attorneys’” fecs) in the cvent the nitimate
judgment is sobstantially less favorable to the party declining the offer. This
approach is similar to state litigation reform statutes such as Florida’s.

Pleading Reforms: The securities laws should be amended to codify the practice,
already adopted by seversl courts, that the facts allegedly establishing that the
defendant acted with intent to defraud wust be pleaded with particularity. In addition,
certain other specific elements should be pleaded with particulatity (such as the false
or misleading staterments at issue, and the information relied on in allegations based
on information and belief).

Changes in Calculation of Damages: The securities [aws should be amended to
incorporate cermin principles that would improve the cakiulslivn of damages and
prevent abusive tactics in litigation. A fundamental principle in all legal contexts is
mitigation of damages. This principle should be applied by capping damages at the
maximnum price decline of the security immediately following the disclosuce at issuc.
This popeiple shoald alse be used to reduce damages for plaintiffs who continue to
hold a security following the disclosure at issue, since the price often rebounds and
makes up for the loss. In addilen, a methodology should be established for courts to
nse in order to ckminate losses resulting from market volatility. Another important
principle is that damages should be individualized. This concept can be implemented
by making clear that, as a pumber of courts have held, damages musi Le valeulated on
a “per-share” basis.
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= Two-Tier Proportionate Liability - Joint and scvcral liskility shewld continue to |
apply to those defendants found to have engeged in infentional fraud. Other
defendants who are held liable, but found not to have engaged in intentional fraud,
would Ue required to pay the amownt of damages proportionate to the haom caused by
their conduct.

We are hopeful that these proposals will reverse the distutbing trend of litigotion
abuse which has had a nepative effect on the flow of necessary information to the

marketplace with z resultant impact on the cost of capital to American companies. We
offer to work with you to aceomplish these necded reforms.

Sincercly,
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