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Oil spills. Train derailments. Travel meltdowns.

What these disparate catastrophes have in common is that each can give
rise to a so-called event-driven securities fraud class action, a
phenomenon that corporate defendants and their advocates point to as
evidence that the American securities class action regime has gone
haywire.

In fact, these suits illustrate precisely why securities litigation works so
well to protect investors and the broader capital markets.

Understanding why these cases are frequently successful despite the
stringent standards for pleading securities fraud requires a closer look at
the importance of risk disclosures to market participants, and at how these
cases are pleaded and proved.

Private enforcement of U.S. securities laws has been described by Harvey
Goldschmid, a former commissioner at the U.S. Securities and Exchange

Commission, as a "necessary supplement” to the work that the agency is )
charged with and a safeguard against the potential capture of the SEC by ’ 3
corporate interests.[1]
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Notwithstanding this critical role, such cases are very difficult to bring.

The Private Securities Litigation Reform Act of 1995 imposed a heightened pleading
standard on plaintiffs in these cases requiring that they plead fraud with great specificity
before they have access to the discovery process available to plaintiffs in most other types
of litigation.[2]

Despite these pleading hurdles, defense advocates, and even some academics, have
suggested that, at least in securities fraud suits premised on fact patterns not involving
accounting fraud, these cases are frivolous, an unnecessary tax on judicial resources and a
waste of time for the institutional investors who frequently pursue them.[3]

But recent academic work contradicts these claims.

In a paper published in October, Duke University School of Law professor Emily Strauss
undertook a review of 500 securities class actions against public companies filed between
2010 and 2015, categorizing the cases based on whether investors were the primary victims
of the asserted misconduct, as is usually the case in accounting fraud, or whether the
primary victims of the alleged misconduct were persons other than investors — such as
"[w]hen a pharmaceutical company sells dangerously contaminated drugs, a faulty car
battery bursts into flames, or an oil rig explodes" — that is, event-driven fraud cases.[4]

Her conclusions were remarkable. Strauss found that while only about 16.5% of the filed
actions met her definition of event-driven litigation, these cases had significantly lower
dismissal rates and generated higher settlements than cases where the primary victims
were shareholders.
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She determined that investors had a 20% higher chance of dismissal if their claim primarily
harmed them — as in accounting cases — and that the average shareholder settlement in
cases where the misconduct most directly harms other victims is more than double the
average settlement for those cases where the primary victims are shareholders.[5]

Such results are at odds with the positions of commentators decrying event-driven litigation
because their analyses routinely miss two fundamental points about these cases: the
importance investors attach to accurate risk disclosures and the litigation advantages that
typical event-driven cases can confer on plaintiffs.

Event-driven cases typically turn not on whether a company should have been able to see a
specific disaster in its future, but on misrepresentations and omissions regarding risk factors
that may have led to the disaster.[6]

There are many examples of fraud cases turning on this kind of theory drawn from recent
headlines.

In Bucks County Employees Retirement System v. Norfolk Southern Corp., filed in the U.S.
District Court for the Southern District of Ohio in March, the plaintiffs assert that Norfolk
Southern failed to disclose known risks in its transportation operations that led to recent
catastrophic train derailments.[7]

And in the U.S. District Court for the Southern District of Texas, the plaintiff in Teroganesian
v. Southwest Airlines Co. claimed in January that the company failed to disclose how
technological and operational issues left it vulnerable to the Christmas holiday meltdown
that stranded thousands of passengers across the U.S. last year.[8]

In such securities fraud cases stemmming from misleading risk disclosures, courts typically
focus on whether a risk is described as merely hypothetical in a corporate securities filing
when the registrant already knows that the risk is currently affecting its business.

For example, the U.S. Court of Appeals for the Ninth Circuit in In Re: Alphabet Inc.
concluded in 2021 that a company misled investors when it merely warned of potential risk
from cybersecurity issues when it had already detected serious cybersecurity problems.[9]

There is ample empirical evidence for the premise of these cases that omissions and
misrepresentations regarding risk disclosures affect investment decisions.

Academics and analysts have concluded that the disclosure of risk-related information helps
to minimize the information asymmetry between investors and executives regarding
business risks and can help investors evaluate the future performance of the company.[10]

Securities fraud cases that deter public companies from misleading investors regarding
information important to the capital markets cannot be deemed frivolous.

The other error that critics of event-driven litigation often make is not understanding why
these claims can be very strong, even at the pleading stage when discovery is unavailable
pursuant to the PSLRA.

First, many corporate disaster scenarios are accompanied by regulatory and legislative
investigations that can provide valuable detail for fraud allegations, even in the absence of
any discovery.
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In the wake of Bear Stearns' March 2008 collapse, for instance, the SEC's Office of the
Inspector General was asked to analyze the commission's oversight of the company. The
report it issued played a key role in helping the securities class action that followed survive
a motion to dismiss.[11]

Event-driven cases also offer plaintiffs investigative opportunities that do not exist in cases
premised on accounting fraud.

The circle of corporate employees that might have insight into a restatement is generally
limited to accountants and senior management, often posing insurmountable challenges to
plaintiffs seeking to identify confidential witnesses, typically former employees, who might
be able to provide evidence of corporate scienter — i.e., intent.

In a typical event-driven case, however, the disaster touches on core business practices like
the maintenance of rail lines, safety issues with oil wells or the growth in unsellable
inventory — all phenomena that a broad swathe of former employees may be able to shed
light on.

Finally, event-driven cases can also pose fewer challenges for plaintiffs seeking to
demonstrate loss causation — that is, the causal nexus between the alleged fraud and
investors' losses.

In accounting cases, plaintiffs generally must undertake difficult statistical analyses to
demonstrate that share price declines corresponded with the truth coming to light about
accounting violations or financial results.

In a case predicated on a disaster, the loss causation theory is typically that the disaster
itself, and the stock drop that follows it, is the materialization of the risks that were not
disclosed to investors.

It should surprise no one that plaintiffs able to marshal such facts can benefit from that
clear causal relationship.

2023 has already begun with a string of corporate disasters, and there is no indication that
there is any slowdown in sight. But corporations and their advocates have no reason to fear
that genuinely unforeseen events can give rise to liability.

Rather, their focus, and the focus of the investing community, should be whether bad news
and key risks already known to companies but not to the public are accurately reflected in
corporate filings.
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