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I Summary of Deliberations
On May 29, 2008, Governor, Steven L. Beshear, signed Executive Order 2008-

460 which established the Kentucky Public Pension Working Group. At paragraph 5(c)
the working group was charged with the following task:

Reviewing the securities litigation policies and programs of the

state-administered retirement systems, including the amount of

losses recovered by the state-administered retirement systems

under their current securities litigation policies and programs,

reviewing the possibility of authorizing the Attorney General to act

on behalf of the state-administered retirement systems regarding

securities litigation, and providing recommendations to the

Governor to ensure the state-administered retirement systems are

recovering an appropriate level of losses due to securities fraud.
To carry out this task the Chair of the Working Group established the Subcommittee on
Securities Litigation chaired by Attorney General, Jack Conway. Appointed to the
subcommittee as members were: Ellen Hesen, Counsel to the Governor; Eric Wampler,
General Counsel, KRS; Robert (Beau) Barnes, General Counsel, KTRS; Mary Ruble,
Attorney, Kentucky Education Association; Elise Mohon, KEA; and Martha Moore,
KEA.

The subcommittee conducted meetings on July 8, October 16, and October 22,

2008. During the meetings testimony was taken from seven (7) witnesses. At the July 8
meeting Eric Wampler, General Counsel, KRS and Robert (Beau) Barnes, General
Counsel, KTRS, outlined and explained the existing securities litigation policies and
programs conducted by KRS and KTRS to provide the subcommittee with an

understanding of the area and issues to be reviewed. (Attached addenda 1 & 2 are the

policies presented to the subcommittee by KRS and KTRS respectively.)
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During the October 16 meeting the subcommittee received testimony from
Andrea Seidt, Deputy Chief Counsel, Ohio Office of the Attorney General, who
discussed the co-ordination between her office and Ohio’s public pension funds to
recover losses resulting from securities fraud. Mr. Keith Johnson, Reinhart Firm, also
testified and described to the subcommittee the duties he would be performing for the
KRS as the recently retained securities litigation evaluation counsel. (Mr. Johnson’s
presentation is attached as addenda 3.) His retention brings an outside review process to
the Kentucky Retirement Systems’ securities litigation program which had not been in
place at the time Mr. Wampler spoke to the subcommittee during the July 8 meeting.
Since the conclusion of testimony to the subcommittee KTRS has also retained Mr.
Johnson as its evaluation counsel. (Also attached as addenda 4 is a publication of the
Council of Institutional Investors entitled, “Everything you always wanted to know about
Securities Litigation but were afraid to ask” referenced by Mr. Johnson in his testimony.)

In the final meeting on October 22 the subcommittee heard testimony from three
witnesses. Greg Smith, General Counsel, Colorado Public Employees’ Retirement
Association, and Jane Hamblin, Chief Legal Counsel, State of Wisconsin Investment
Board, jointly presented to the subcommittee their respective systems’ policies and
procedures for detecting and pursuing claims for securities fraud. (The presentations of
Mr. Smith and Ms. Hamblin are attached as addenda 5 & 6 respectively.) They also
provided their opinions on the fiduciary duty retirement systems have to protect trust
assets, which includes the protection of shareholder rights, and best practices to which
retirement systems should adhere to ensure those legal interests are protected. This

included a discussion of the costs and benefits of pursuing lead plaintiff status in class




action litigation. The benefits primarily stem from control of the litigation which in turn
allows the lead plaintiff to: 1) retain and negotiate terms with counsel; 2) name
defendants and set priorities based upon their level of culpability, and 3) negotiate
settlement terms. Countervailing considerations include: 1) accepting fiduciary
responsibilities to act in the best interests of the class; 2) cost in time and money
associated with discovery; and 3) since the enactment of the Public Securities Litigation
Reform Act “PSLRA” a lead plaintiff is not entitled to any additional recovery beyond
the pro rata share it would receive as a passive participant in the class action. Under
PSLRA, the Court will most often award lead plaintiff status to the investor with the
largest lost and KRS and KTRS typically have much smaller losses than the larger
systems such as those in California. Additionally, there are costs in making the motion to
serve as lead plaintiff status even if that motion is denied.

During the same meeting, Mr. Reed R. Kathrein, Hagens Berman Sobol Shapiro
LLP, presented a paper he drafted concerning the future of “opt-out™ cases, a litigation
strategy in which an investor may choose not to participate in a particular securities fraud
class action case and instead pursue a lawsuit independently where it is believed the
independent action will produce a greater recovery for the investor. He finds that “opt-
out” plaintiffs have, under the right circumstances, significantly increased their recoveries
over what would have been received if they had participated in the class action.
However, he questions whether the phenomena will continue into the future. (Mr.
Kathrein’s paper entitled Opt-outs, MFN’s and Game Theory: Can the High Multiples

Achieved by Opt-outs in Recent Mega-Fraud Settlements Continue, as well as his




presentation entitled The Future of Opt-outs in Securities Fraud Class Action Litigation

are attached collectively as addenda 7.)

1L Findings and Recommendations

Presently, KRS and KTRS have in place, through their custodial banks and
outside securities litigation monitoring services, systems which ensure the retirement
systems identify and submit claims in all class action securities fraud cases which involve
their holdings. Further, the subcommittee received no testimony to suggest that either
retirement system has failed to carry out its fiduciary duty to file claims necessary to
protect the shareholder rights inuring to the benefit of their members. Nevertheless, the
subcommittee has identified areas in which the retirement systems can improve their
securities litigation policies and procedures.

A. Establish and update official written policies.

The subcommittee believes it is fundamental to establishing consistent and
reliable policies that those policies are reduced to writing and formally approved by the
governing board or body. It is equally important for those policies to be reviewed and
updated as events warrant. Although KTRS does have in place a functioning securities
litigation program, it does not have in place a written securities litigation policy. If
KTRS is to secure the rights of its members on a consistent basis into the future in the
complex area of securities litigation it is imperative that the system reduce the existing
program to a written policy. The subcommittee understands KTRS is currently working
toward this goal. KRS does have in place an approved securities litigation policy. The

subcommittee commends KRS for having taken this step but, as outlined below,




recommends KRS revisit and update the policy to improve its practical application to the

assets under its management.

B. Establish a much lower minimum damages threshold for consideration of
active participation in securities fraud litigation.

Testimony from KRS and KTRS is that both systems rely almost exclusively
upon passive participation within securities fraud class action litigation to protect the
shareholder rights of their members. Given the modest size of the retirement systems in
relation to other retirement systems around the country this is not unusual and the
subcommittee does not find this fact to constitute a failure by the retirement systems to
meet their fiduciary obligations. = However, the subcommittee has identified
recommendations which would create more effective policies for ensuring thorough
review of cases and identifying those cases which may require active participation on the
part of the retirement systems. For instance, the Committee was tasked to review the
“minimum threshold” of losses which would trigger automatic review of potential active
involvement in a case by way of pursuing lead counsel status or opting out of the
litigation to pursue an independent action. Currently, KRS’ policy mandates a $75
million threshold which exceeds the largest loss it has ever experienced ($35 million in
damages in the WorldCom case) while KTRS has no such trigger in its practices.

The testimony of witnesses from the states of Ohio, Wisconsin and Colorado
establishes that each retirement system has in place a damages threshold which triggers a
mandatory review of the facts and circumstances surrounding a given case. It is based
upon this review that those retirement systems determine whether remain as a passive

member of the class, or to take an active role in the litigation either as a lead plaintiff, or




as an “opt-out” litigant. The threshold ranged from a low of $5 million for the Colorado
Public Employees’ Retirement Association which has in excess of $40 billion in assets
under management to a high of $20 million for the State of Wisconsin Investment Board
which has in excess of $90 billion in assets under management. (A survey conducted by
Reinhart Boerner Van Deuren s.c. is attached as addenda 8, and identifies thresholds
ranging from $1 million to $25 million.) Given these thresholds, the $75 million
minimum loss threshold for KRS (with assets of $17 billon) appears to be much too high.
The subcommittee recommends a threshold between $5 million and $20 million. The
Attorney General proposes a threshold in the lower end of the range, in the area of $10
million, and suggests that the threshold level would require mandatory review of the case
but not preclude the systems from evaluating cases involving losses below the threshold
on a case by case basis. The KEA proposes a $20 million threshold in addition to other
recommendations. (Recommendations of the KEA are attached as addenda 9.)

With the implementation of meaningful thresholds for triggering mandatory case
evaluations it is anticipated the retirement systems will have to perform more case
evaluations than has been their practice in the past. Mr. Smith, General Counsel of the
Colorado Public Employees’ Retirement Association, stated that system’s $5 million
threshold required evaluation of 2 to 3 cases a month. He also indicated this did not
produce a significant cost for Colorado’s retirement system because it has the capability
of performing the evaluations in house. Neither KRS nor KTRS have similar capacities.
Further, unlike the Ohio Office of the Attorney General which performs similar services
for the Ohio retirement systems, the Kentucky OAG does not have a division dedicated to

securities litigation. This function will be served by evaluation counsel who has been




retained by both KRS and KTRS. Therefore, Kentucky’s retirement systems will have to
rely on outside experts to assist with case evaluation; producing increased expense. This
cost should be weighed against the benefits which may be gained from active
participation in securities fraud litigation when the retirement systems set their evaluation
thresholds.

C. Establish procedures for evaluating cases to pursue as an active litigant.

The subcommittee recognizes that a decision by a retirement system to actively
participate in major securities litigation will be of significant value to the law firm chosen
to handle the case. Therefore, securities litigation firms will have significant self
interests when advising the retirement systems concerning the viability of a particular
case. In this regard, recognized best practice involves defining two distinct roles for
outside counsel to eliminate conflicts of interest. First, an independent “evaluation
counsel” reviews a case and recommends to the retirement system to remain a passive
member of the class, to seek lead plaintiff stafus or to opt-out of a case. The evaluation
counsel acts as a fiduciary to the retirement system and is prohibited from serving as
litigation counsel in any case. Having an independent evaluation counsel eliminates the
potential self interest that litigation law firms have in recommending action on a case.

Second, the retirement systems will retain “litigation counsel” to represent the
retirement system when a decision has been made to prosecute an action. The litigation
counsel will be retained consistent with nationally recognized best practices concerning
fees and eliminating conflicts of interest.

KRS and KTRS have already taken a first step toward this goal by retaining

outside evaluation counsel which is excluded from representing the retirement systems in




any litigation it recommends. The retirement systems have agreed that it would be
appropriate to provide public information to the Attorney General and General Counsel
for the Governor concerning activities in Securities Litigation. The retirement systems
should take care to maintain attorney client privilege concerning legal advice received on
particular cases.

D. Establish procedures for retaining litigation counsel.

The subcommittee believes it is of the utmost importance that the process for
retaining litigation counsel precludes the possibility for even an appearance of
impropriety. Therefore, where possible the procedures followed by the retirement
systems should be consistent with the Model Procurement Code’s provisions for a
competitive request for proposals process. However, the subcommittee also recognizes
that the pressures of litigation may, and often will, present time limitations which render
the RFP process incongruous with a retirement system’s immediate need. Consequently,
the subcommittee recommends that the retirement systems develop a list of law firms
that have been vetted for expertise and conflicts of interest, which will be notified and
allowed to engage in an abbreviated bidding process when time constraints demand.

E. Coordination of securities litigation plans.

The subcommittee recognizes KRS and KTRS are independent retirement
systems with discrete management and interests. Therefore, each system pursues a
separate investment strategy and will be affected differently by a specific instance of
securities fraud. Thus, it cannot be assumed the interests of the two systems will
necessarily be aligned in a given piece of litigation. Still, the subcommittee encourages

the retirement systems to work together in developing their securities litigation policies to




take advantage of synergies which may present themselves. Doing so would be in further
compliance of their fiduciary duty to protect the assets of the systems. Specific areas the
subcommittee believes such opportunities may be available include: 1) communication
and sharing of public information concerning potential and ongoing litigation with the
Attorney General and General Counsel for the Governor, 2) retention of evaluation
counsel, 3) aggregation of damages and joint pursuit of lead plaintiff status or “opt-out”
litigation where evaluation counsel finds the systems interests are aligned, and 4) joint
action to reduce attorney’s fees either through negotiation with counsel retained through
the bid process or by objecting to excessive fees in litigation in which both retirement
systems are passive participants in the class action.

F. Role of the Attorney General.

Presently, enabling statutes for both the KRS and KTRS allow for the Attorney
General act as their legal advisor and representative. The subcommittee recommends that
the retirement systems and the Office of the Attorney General communicate regarding
securities litigation when appropriate.

(Additional recommendations of the Attorney General and General Counsel to
the Governor are attached as addenda 10.) (The recommendations submitted by the KRS
are attached as addenda 11.) (The recommendations of the KEA are attached as addenda

12)
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ADDENDA 1




Statement of Intent

This statement of securities litigation policy and procedure is issued by the Investment Committee of
the Board of Trustees of the Kentucky Retirement Systems (KRS) in connection with monitoring
pending actions in which KRS is a potential member or participant.

KRS acknowledges that it has a duty to monitor and evaluate actions in which it may potentially be a
member or participant. While KRS will take reasonable steps to monitor and evaluate the actions, it is
also cognizant that most, if not all, of these claims will be prosecuted by the plaintiff’s action bar
whether or not KRS takes an active role. Therefore, the decision regarding the level of action KRS
will take on a claim requires evaluating the potential of KRS to add value.

Identifving and Evaluating Potential Claims

Periodically, the Chief Investment Officer will identify actions that are filed in which KRS is a
potential member or participant. A variety of sources may be used to identify the actions including,
without limitation, a retained third party securities class action monitoring service, portfolio managers,
the Internet, and the class action bar.

Upon identification of a potential claim, KRS trading activity will be examined by the retained
securities class action monitoring firm to estimate the potential damages utilizing the average results of
the two damage calculation methodologies recommended by the National Association of Public
Pension Attorneys (NAPPA) in their working document Calculation of Securities Litigation Damages
dated Junel6, 2005, which is hereby incorporated by reference.

If the potential damages are less than $75 million, the Chief Investment Officer, or designee, shall
monitor the class action suit and file a claim upon its conclusion to participate in the class settlement.
If the potential damages exceed $75 million, then the claim will be screened for more in-depth
evaluation.

If further evaluation is warranted, the Chief Investment Officer shall, in conjunction with an external
legal firm (“evaluation counsel”) that has a demonstrated expertise in securities class action legal
matters, perform additional due diligence on the claim. The Chief Investment Officer may utilize
internal legal resources, along with the evaluation counsel, when appropriate. Additional due diligence
may include, without limitation: assessment of the complaint; SEC filings and company disclosures;
contacts with other investors; consideration of non-litigation alternatives; staffing, resources and other
issues; impact of active claim management and; potential conflicts with other class members. If, based
upon this additional due diligence it appears that KRS may add significant value by more active
participation, then the Chief Investment Officer shall present this recommendation to the Investment
Committee. Any firm, or its partners, that has been selected as evaluation counsel for a particular case
is precluded, by this policy, from representing the Systems in any securities litigation matter for a
period of three years upon completion of their assignment.




Securities Litigation Policy 2

Recommendations to the Investment Committee shall take one of the three following forms:

1. Monitor the course of the class action suit and filing a claim upon its conclusion to
participate in the class settlement.
2. Seek to control a class action by seeking designation as lead plaintiff, either singly or
. with others.
3. Opting out of a class action suit and filing a separate suit, either singly or with others.

Based on the review of the potential claim, the Investment Committee will determine whether active
involvement is warranted by KRS and the nature of such involvement, if any. If active involvement is
deemed to be warranted, appropriate outside counsel will be sought at that time by the Investment
Committee. Notwithstanding the foregoing, managers delegated monitoring responsibilities may
utilize their existing monitoring system. The manager shall prepare records, and from time to time,
shall furnish information KRS may require in the discharge of its duties. KRS shall continue to
monitor the claim notwithstanding the nature of its involvement.

Monitoring Claims
The Chief Investment Officer shall recommend the retention of an independent third-party securities

class action monitoring firm to assist in the monitoring, filing and claims collection processes. The
services of the retained firm shall be evaluated on a periodic basis and the results of the evaluation
communicated to the Investment Committee. Any firm providing such monitoring services shall be
precluded from representing the Systems in any litigation efforts undertaken by the Investment
Comnuttee.

April 6, 2006
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Securities Litigation Policy 2
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Kentucky Teachers’ Retirement System
Securities Litigation Policy & Procedures

Policy

This policy pertains to the monitoring and processing of securities class action litigation activities that
directly affect Kentucky Teachers’ Retirement System (KTRS). KTRS has a responsibility to
reasonably monitor and evaluate these actions. The following options are available to KTRS:

* Monitoring class actions filed, ensuring that claims are filed on behalf of KTRS as a party to the
class action whenever appropriate, and evaluating claims filed on behalf of KTRS.
Taking a lead plaintiff role in a class action
Opting out of a class action in order to file separate litigation.

KTRS will choose the option of filing a claim as a party to the class action unless there are factors
present that clearly suggest that one of the other two options is more appropriate. These factors include,
but are not limited to, the size of KTRS’ loss, the size of KTRS’ loss in comparison with other investors,
the experience and ability of other investors to pursue the claim, the potential advantages to KTRS, the
risk to KTRS, and the cost to KTRS.

Procedures

KTRS utilizes a variety of sources to identify filed securities litigation actions that involve securities
either currently or previously owned by the system. The external sources include but are not limited to
external contracted vendor(s), custodial records and services, internet research, external notifications
received through legal correspondence, external portfolio managers, etc.

The services of RiskMetrics Group is utilized to monitor litigations through their Securities Class Action
Services (SCAS) and the services of Bank of New York Mellon (BoNY Mellon) (custodian) is utilized
to also monitor, identify, and file class action claims on behalf of KTRS. The utilization of the services
of these two entities in addition to the other sources outlined above provide a thorough process to ensure
that KTRS has identified litigations that are pending, filed, settled, disbursed, etc.

Through the services of Bank of New York Mellon, class actions are handled as follows:

Notices of class actions are identified

Proof of claims are filed in actions involving securities held by KTRS

Reports are provided of security transactions at KTRS within the class action period
Monthly reports are provided of class actions and their current status

® & & o

Securities Class Action Services provides a monitoring service that includes:

s On-line access to an extensive database universe of securities class actions

Daily email alerts to securities class actions (new, pending, settlements, disbursements, etc.)
s Research and analysis on all settlements
e Monthly SCAS Alert newsletter pertaining to new securities litigation developments




RiskMetrics Group is a nationally recognized company specializing in securities class action services
and a leader in this field. K'TRS is in the process of expanding our capabilities through this company by
incorporating portfolio specific views in tracking claims, custom management reporting, and loss
calculation services.

The following process is utilized on an ongoing basis in identifying potential class action claims:

e Daily email alerts, correspondence, news items, etc. are received by KTRS containing
information on class actions.

e KTRS records are researched to determine if the litigated security was owned during the specific
class action period and if any specified criteria to be included in the litigation are met.

o SCAS database is viewed on-line and any available summary company information regarding the
litigation is produced.

s If the security was held during the class action period and if necessary criteria are met, a record
is created in the “active cases” table in KTRS’ litigation database to track the progress of the
litigation and ensure that BoNY Mellon identifies the class action.

Litigation that is dismissed by the courts is removed accordingly from the database.

e When litigation is settled, the record is moved from the “active cases” table into the “settled
cases” table in the database.

e BONY Mellon prepares and provides KTRS with a report of the litigated security detailing
balances and transaction dates during the litigated period. This information is verified against
KTRS records with any discrepancies resolved through contact with BoNY Mellon.

BoNY Mellon files claims on behalf of KTRS and reports claims filed on a monthly basis.

e Using information from SCAS, filing deadlines are monitored and verification is performed that
BoNY Mellon has filed claims timely. Contact is made with BoNY Mellon to resolve any
questions.

e The SCAS database is monitored for notice of settlements and disbursements to determine the
approximate time period that KTRS should receive their prorate settlement at BONY Mellon.

o 'When litigation disbursements are received, the litigation records are moved from the “settled
cases” table to the “disbursed cases’ table in the litigation database.
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Fiduciary Duty

Filing to Collect on Legal Claims
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Balancing Costs and Benefits

Trustees are under a duty to beneficiaries to take reasonable steps

to realize on claims which are held in trust.
[Restatement of Trusts, 2d, § 177]
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Monitoring and Selecting Cases

ldentitying Cases Where KRS Might Add

Value
Evaluating Cases

Active Claim Management Strategies

Serving as a Lead Plainftiff

— Collaboration with a Joint Lead Plaintiff

Filing a Separate Opt Out Case
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Learning From Other Public Funds

» Policy Guidance

"It is advisable for a pension fund to craft a set of guidelines for evaluating
securities litigation cases. Such guidelines can help a fund decide which
position to take with respect to each case in order to be in compliance with
its fiduciary obligations.” [Council of Institutional Investors]

* Audit of Claim Filing Process

e Lifigation Counsel Financial Interests
 Pay 1o Play Scandals

* Lead Counsel Selection Process

e Effective Case Management
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Best Practices

* Avoiding Scandals
 Pay fo Play

"When political contributions are made by lawyers to Individuals

in charge of a state or municipal pension fund, the attorneys

should not be permitted to represent the fund as a lead plaintiff in

a securities class action.” [Committee on Capital Markets Regulation]

“Law firms chasing jackpot-size fees are showering money on
politicians with influence at large public pension funds—which,
in turn, are hiring them to file multi-million-dollar lawsuits against
US companies.” [USA Today]

» Securifies Litigation Attorney Accountability & Transparency
Act - Senate Bill 3033
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Best Practices

e Selecting Cases
— Legal Damages
— Strength of Legal Claims
— Potential Conflicts
— Lead Plaintiff or Opt Out?

“A reasoned assessment of the case should address matters such as what
claims are or could be asserted and the likelihood that they will be sustained,
chances of recovery and sources of recovery. In addition, the investor
should consider whether its interests mesh with those of the class.”

[Council of Institutional Investors]
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Best Practices

* Selecting Litigation or Lead Counsel
* Negotiating Fees

— Confingency Fee Variations
* Court Review and Approvdl

“One legal expert advises institutional investors to consider the following

principles to minimize the chance of judicial intervention in lead counsel

selection and/or compensation:

— Include a process for selection of counsel in the fund’s securities litigation policies;

— Lstablish a record to justify the basis for the fund’s lead counsel recommendation to
the court.’

[Council of Institutional Investors]
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Best Practices

Case Management & Participation
Litigation Strategy

Court Filings

Discovery

Settlement

Recovery Distribution
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Review of Settlements
* Opting Out

“In general, the larger and stronger the claim, the more likely it is that
the costs and benefits favor opting out.”
[Council of Institutional Investors]

 Objections

“A well-plead objection to an unreasonable fee request following
a large settlement can yield an amount of additional money to

the class which is greater than the gross amount of the settlement
in any number of federal securities class actions.”

[NYSTRS’ General Counsel: The NAPPA Report, February 2005]
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Summary

File Claims
Develop Policies and Procedures

_Look for Opportunities to Add Value
~ollow Best Practices

Report and Monitor

Questions®e
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Increasingly, institutional investors, rather than
individual investors, arc taking the lead. Thar's
net surpy lcmg The Private Securities nga tion

Reform Act of 1995 (PSLRA} prowded an mcenuve

for mstttuticnai mvcstors tobe ead piamnffs

|jnl securities ciﬁass,acuons‘ (See fncentives for

institutional investors to lead securities class actions
in How has the PSLRA altered the litigation landscape

1’0r p_chsioét funds?) ~

Data by Cornerstone Research shows zhat

VeStor: were ead plamnffs in

s class actions
settled in 2007,up from more thari 50 pércenr
actions settled in 20065
Pension funds are among the most active plaintiffs:

In 1996-2006, the top five most-frequent lead

Pplaintiff institutions were pension funds.”

Cases fn-which institutional investors are lead

e p'}éih'{:iffs;ténjd to vestltin significantly igher-

; u@'m P,ens_iorj 'rfund's:f

II‘ Iven wnlmllmg ]’or (’:S“mattd damngzs

- In 2007, the median settlement in securities -

class actions filed by public pension funds was
$18 million vs. $6 million-in cases with other

kinds of lead plaintiffs.”
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On What é/‘azz/zaé Con Pension. What Are The ﬁ?g Elements 6"[?
Funds File A Securitics Lavesuit? A Sfmm‘zee ézgzgaz‘mzz C’/Mfz 7

- X . P o

In a typical Rule 10b~5 claim, the plaintiff will begin

litigation by fi filing a complaint in federal court.

: The defendant t\,pually responds withra mouon fo

Thqma_;onty of secuntges !raua-claxms are
‘rougﬁhi iinder Section VlG(bJ.of the Exchange
Actand the a‘gcémpanymg Ségurities and the complamt were true, those fa‘ct‘s_li would not -+
Ex’chénge Commission (SEC) Rule 10b-5. fb_e sufficient grounds f'o,rithe claim, if the court

dé_termine,s‘th‘at the facts alleged in_‘the complaint

A deposmon is testunony given under ¢ath and
recorded for use in court at a later dat,e. Unlike
other lawsuits, securities fraud cases bar discovery

nd related deposmons until the court has ruled

gamst a monon 10 dxsmsss

s

with sciénter (intent) or an actionable degree

of recklessness : L othe mation, the case: becomes a: se}urmes"fraud
& in connection with the purchase or sale of class action and the stakes rise substanualfy. For
a security example, if the class covers 50,000 shareowners,

. - . whom claims to have lost $10 pe
+ causing the plaintiff a calculable economic loss ; C?‘*? of whom d‘f“ stoh .(« 1ost it p ’rsh’a;e on,
:an-average holding of 1,000 shares, the company

could face $500 million in compensatory damages. '

COUNCIL OF INSTITUTIONAL INVESTORS




- the-market, caused the loss.




The U.S. Supreme Court’s June 21, 2007, decision
in Tellabs, Inc., et al., Petitioners v. Makor Issies

& Rights Lid., et al., raised the threshold of
evidence that investors must meet to prevent a
fraud lawsuit from being dismissed. The court
clarified the standard for determining whether the
facts alieged in the complaint give rise to a strong
inference that the defendant acted with scienter,
or intent. By a vote of 8-10-1, the court set a more
exacting legal standard for establishing scienter
than used by some federal circuit courts. As a
result of this ruling, courts must now weigh the
factual allegations that seem to suggest fraudulent
intent against plausible innocent explanations of
the defendant’s conduct. In the words of Justice

" Ruth Bader Ginsburg, “The inference that the

but it must be more than merely ‘reasonable’ or
‘permissible’ — it must be cogent and compelling,

thus strong in light of other explanations.™

atedits ’m;c'nt:.m “ence

' ge mstimnonal

vestors to rak« a mora au ive- role in 5ccunms

class acnon Iawsults. * More specifically,

»Qngress wanted 1o-¢reate anincentive for

enSio"r';‘: fgnds‘é‘ty)l;ake alead role:,v

ancozmlmg for ncarlv

~[ szrh peu;:on [und

' s, m mauy cases
the buzef cmnec of pensmn fqnds — smal/

“investors —. ultmmfeiy have the greatest stake

in the outcome of thedmvsuit®

COUNCIL OF

defendant acted with scienter need not be irrefutable,

) ;’”./Th :,

INSTITUTIONAL

The PSLRA codifies én'inr_ceh'ﬁ\fe for institutional
vestors to take charge by requiring that the lead
plaintiff generally should be the party with the
largest financial interest. The lead plaintiff is ‘ ‘
the entity appointed by the court to represent the

interests ‘,ovf.all shareowile_rs inﬁthe same situation.

he dmnge appears 0 have been a.boon for

As. thev havc assumed a growing roje-as Iead
amtiffs, funids have aggressively p'ur'sued

recoveries from a wide circle of participants,

ncluding directors, officers and “gatekeepers”

such.as auditors and lawyers: Putting personal

- wealth qf ihdivid’u‘a! defe;;dém’s.bn the line

Seurmas L:tigmm \' limox:. 200!))

“the trénd. The case-inv‘o!ved ‘an,'accountihg'
misrepresentation that cost the State of Wisconsin

'.mvestmem Board (SWIB) $23 miliion in investment

~5'losses ‘Anicom eventually ﬁled for: bankrupu}) ]

| of'hUganon

’owners e

'k bank lenders and unsecur:d credm)rs - ﬁied a
joint prosecution agreement, with SWIB servmg
s lead plaintiff. The settiement involved payments
of $21.5 million by PricewaterhouseCoopers
{(Anicom’s auditor), $12.4 million by two CEOs
and $5.6 million by the insurance company.

Anicom shareowners probably recouped far

INVESTORS




| circunmsra:qqés "pri‘va,te‘ in\!éétd{s'coqfd sﬁ'_élsefco'ndary
actors — acéountants, lawyers, firiancial advisors
ér other businesses — that allegedly participated
in a securities fraud scheme. On Jan. 15, 2007, the
U.S. Supreme Court ruled 5-3 against plaijnﬁf{s
suing the two cable television equipment s&ppliers’
“whose dealings with:cabl,e:ffv}c‘ompaby Charter.
C}ommunicatiénsvaﬂowed Charter fﬁ,ir}ﬂét@ xts .
-earnings by $17 million. This'decisiona;ipeqrsm
‘p’r,o,vivde protection from prfi'ate :iawsuits"vtb’se:é‘b'r;d‘a‘fy
players in fraud schemes. The Supréme Court
determined ;hat third parties can only be held
liable for assisting.or participating in ;gqrpdga,:e,
fraud if,inye:fs;,toré-cya:n prove 'th:evyﬁr,’elzicd on t'h‘_oi‘s‘e o
devéisions; If.i}xyes;é;sgfail :oicénglﬁ{s‘i’\}ely
thi‘s, invesrmer;ytzi‘nanks; !aﬂvyeré and acéount‘an‘,ts
could be liable for “aiding and abetting” fraud
instead of being “primary viclators.” It is a critical
distinction because a landmark 1994 case,
Ceniral Bank of Denver v. First literstate Bank,
established that private parties cannot bring
aiding and abettiﬁg suits against companies;

that authority is reserved for the SEC.

S COUNCIL OF INST I TTONAL INVESTORS




What fosucs Should A Fension
Find Conséder Beore Decliing
To Parsue Secayitics Litjgation?

First, a pension funid should have in mind an
‘ulfimate goal. Does it aim just to recoup losses,
“or is it also eager to prod the company to improve
ts governance to deter future wrongdoing? Is the

und wiHing and able to devote resources o a

ecurme< dass acnon? Lawsuns can be arduous

taff_ 1mc and rclatcd e\pe.nccs may bc proh:bmvcf

'10reovcr, given that many pu,biic p_ension fund
trustees and/or fiduciaries are elected officials,
v‘engaging in litigation that is controversial could
“lead to a political backlash. And any recovery may

ppale in comparison with total Josses.

enision funds that have a damage dairﬁ and are
urrcm shareowners when the sertlement is: pasd
e\penence offsetting gains and losses. on -
ﬁe; ane hand, they pocket settlement paymenis. =

wever, the company’s payout and legal costs

3

nay reduce the valtic of their existing shares.!

y becadse their inferest in

nds‘may sue anyw

ighs the compensation théy stand to'co

‘example, some instititional investors -

“ncreasingly use litigation as a tool to achieve -
goveman reforms at portfolic companies.

ritics call this “governance by gunpoint.”

COUNCIL Of

1 As part of its ?GCH settlemem Homesmre Lom T

' 'vjq. years, gi.,

i prowsxons ;elatx;
”dxrectcrs and the performance of mrema! 3y dns
In. 2003f Sprw: seftled for $50 mi llion an

o ,governance changes which mduded;pmhrbmng

‘members and theirfamilies at $

INSTITUTIONAL

But there is potential payoff for both plaintiff and
defendant: Shareowners win governance measures
that the board might have resisted otherwise;

the company often gets favorable pubhcity for -
embraung reforims. Some: notabu Lkampks of
corporations cenceding to: go»emance changes as’
part of securities litiganon setilements thh-thexr ;
investors include Homestore.com {now Move lhé,),

Honeywell, and Sprint (now Sprint Nextel)."”

~paid out$ 100 mij hon and agreed to establish .

ndepende,_m directors, hmu ferms of directors:to -

shareowner a nght 10 appaint

incw umoors requrre m:mmum stock ntenuo*} L‘y

officers after opnons excr i and prohibit future

use of stock options for dlrcuo; compensation.
Alserin 2004, in addition to paying $100 million,
Honeywell agreed to -ensure independence of its

outside auditors and board of d;reuoxs adopled

executives from sc!,l;ng shares while the company .

is:buying its own stock, shortening direciors’ terms

000.
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cl

ay provide claims monitoring -

staff to identi

thefundiis’

Free On-line Services and Publications

.. That Track Securities Filings

: Stdﬁfdrd Seci, fies Class Action Clearinghoase

District Court for the

orthern District of California to provide extensive,

nationwide sécurities qléss,action information at

no cost to the piibﬁ,é (htipﬁ//s’e’curities.stanfm’d.edu’).

The Clearinghouse must post and make available

all court filings-and documents forwarded to it.

r»witl{'thé Stanford

PricewaterhouseCoopers offers an on-line service

{(www.10b3.com) containing a free database of

recent cases and summary reports of securities

litigation data searchable by company name,

iyn{c‘iusktry, district filed, date filed and type of case.

Registration is required to view the site.

“pension plans

monitoring and managemient sUpport servi

companies offer a range of options from portfolio=

specific email alerts to monitoring tools services. |
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Howe Do /& (’fk"é’fl ﬁ/]iﬁf‘} : Cases in which IPERS' potential losses are
fm#lﬁfﬂ ;p ﬁfé’ﬂfﬂ?{ g@ﬁﬁb; T - $1,000,000 or greater will receive a detailed
T analysis to deterniine the appropriate course of

action — includiig but ot limited to a motion

csnmatcd reLoverv meet or exc cd a spn ed .l become lead planitiff or co-lead plaintiff or to
threshald for: the iund to.join a secunnes class opt out and file an nction on an individual basis
action. The higher the expected recovery, the more in federal or state court . . . .73

likely the fund is to assume an active role in the . N
’ Other funds have more generalized guidelines

that distinguish between passive and active

involvement in a sectirities class-action. Befow

Iitigation c;’aims will be adequate ly nddressed

tracked for any notices of seftle nb* t d ER! o .
ked for auy ’ Lf etlement and IPERS selely through ERS’ participation s a class

will participaie in the litigation as.a niember o . I
particty & jember of member, rather than taking o fead plaintiff role

';thc class. Prsszvel honitor dalsa means thal L e o -
y ‘ in-such iirigatlon. In such.event, the filing of any

as numes 0 szrt!ement are jssued; pro used .
( f ,p 3 p o : ‘c!mm shah’ be preparcd pmces;en’ and managed

:seitlements wzll be evnh

- L ; by f}u Fund s, uamdmn ombeha f of ERS, at me
g reasonable ab;ecnom te. wzusual ierms PERV'V 3

dlr,egnon arid mth the oversight mm’ approval of

“willfile a proof.o mmso ma{l! w:l[ recc:v IIS Ll o
ﬁt proof.of ¢ i € *investment staff. -

pro’ rata sharc of the fecovuy S ’
It securities class action cases where the

Cases in which IPERS otentirl losses are ) o s
i Poleiit fosses are materiality of the financial loss to the Fund is

between $500,000 and 2 , ,
, ¢ $1,000,000 will be - exceptional and/or where it is determined that

i n/ely momtored" bv IPERS ‘A

*the Trustees! fiduciary. obligation requires active

bv F RS for emlaat{on and recoﬁm)endatlon o

the Bomd
Detérmining whether the benefits of engaging in
securities h’zigation would exceed the potential

¢!osses 16 ne fund . m\'ol ves ebnmatmg the potennal

damagcs that have bﬂcn mcurred
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Hon ﬁa Pefzsmxz ﬁm
Estipate Z?z(z Afwmf 6’0‘

AAADRATL A

You appear to be suffering from the effects of secsndhand litigation.”

COUNCIL OFQNSNTprONAL
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Hore Docs A Pension Find
Decide Whether 7o Pursue
The Lead Plaintiff Position?

-The lead plaintiff is the court-appointed
epresentative of the class charged with selecting
and retaining lead counsel and myénagi'ng the
subsequent lega proceedings, primarily by
verseeing and momtormo the case’s progress
nd the efforts of the counsel. The advantage

fbemg Iead plamtlff is. the opportumty it affords

ensure smct control o' legal expenses and

a mum rehef for the, cias» As’mentioned

-hop‘eu;m mind.’

‘However, taking charge of a securitics class action
does not mean potentially pocketing the biggest
portion of the gains: the lead plaintiff receives the

‘same-henefits as other class members.

ome experts suggestkey issues that investors -

hould consider whe \lx'eighfng whsther to seck:

ppomtment aslead p a'nm‘f 1

»Wouid the | fivestor add valuie to thi casel b)
takmg chargc of it? '

: What er the Imganon cost?

essencL, thc "nam reason to srmk l“ad or

o- Iead plamnff siatusiis the s,trong hykehhco’df

that the benefits — the value of the expected
recovery, deterrence against future violations
and any potential improvement of corperate

governance practices — will exceed the expenses

arhex Congra:: enactcd thc PSLRA with thls very

ESQECIIVC y

and staff time in relation to other available options.

SCOUNCIL OF INSTITUTIONAL

These alternatives include remaining a passive
member of the class or litigating independently

of the class.

The PSLRA reqﬁires an institutional investor

to decide to pursue lead plaintiff status at the.
outset, before dass compla'nts have been tested-

in motions tc dlsmlss and usually berorg dxscowry

has occurred. A reasoned assessment of the case

should address matters such as what claims are or

could be asserted and the Iikelihoo_d that they wilt

be sustained, _chan,ces of recovery and 'sourceé'of

recovery. In addmon the investor should consider

whether.its: mt es' mesh wuh those of~'he l‘ss

Thete could be a d'wde over whcther to mamtam

a-significant. stakc in' the target Lompany or. thc
class may be'interested only in the largest possible
loss recovery,kwhile a pension fund considering
lead plaintiff status may also be intent on seeking
changes im'corporate governance practices at the

defendant company.

such provisions help 4 fund decide whether -

itis up to thctask of taking lead of the class

nciude exphcxt provisions describing
how each fund evaluates whether to pursue the

lead plaintiff provision.

INVESTORS




(\uestmnq and issyes a- pensmn fund should address in asse

ng whether to

serve as lead plaintiff from the Natwnaiﬁssoc:anon of Pubhc Pension Attorneys

- Is it a viable case or is it vulnerable to a
mation to dismiss under the PSLRA’S new

pleading standard?

What can our fund bring to the litigation to
improve the-ourcome?

- Might our fund be seen as having a conflict
with the class'because we have a largé ongoing
position in the company?

What are-the potential sources of recovery?

Do viable and collectible c]aims against

mdiwduai officers and dire tors or other {hird

management of the case?
« How much expericn‘cc participating inclass
actions has the fund-already accumulated {i.e.,

are we becoming professional lead plaintiffs)?

{s another sophisticated and reliable lead
plaintiff available or going to come forward?
How much has our fund lost?

Are there claims againsr audnors or other third

parties that are not bemg pursuﬂd?

Is our fund the best fund to represent the class
for any reason other than the monetary loss,

such as lending credibility to a less obvious claim?

Was there egregious activity » within the company

such that-a personal recovery from the deiendams’ ‘

appears to bethe’ most expedient way.¢ oi preventij’g,

~similar future corporate behawor?

Will participating in the suit: assistin !owermg
the plaintifi's attorney fees and foster healthy
competition within the plaintifis’ bar?

What corporate governance changes could be
considered to address the causes of the fraud?
il the fund's participation have a positive

impact on reforming securities litigation in general?

L OF

INSTITUTIONAL

= How strong are the causes of the action of
the lawsuit?
: “What are the reputations and skills of potential

lead counsel candidates who have filed lawsuits?

2 Are there any. mdications {ifom prior cases)

that likely lead counsel would seek a fee award

in-excess of market rates?

= How willing is the portfolio manager to support

the fund's position in litigation?

= Will the capabihnea and amimpated testimony

‘Are there any unusual circumstances or facts

 that could complicate or undermine the fund’s

position (e.g., service as a lead plaintiff in more
than i‘ive‘cases in the last three years, public
: crmusm of the manager’s decision to invest in

the company c)/

2 Is there, potentiai'mterfexeme with the

fiind’ ,S'antic,ipa t__ed future trading strategy

if material: iionépub‘iic information on'the
company were to be acquired during the
litigation, where a firewall cannot be established

to allow continued trading?

v ‘f.\réfitkhé’r'é uniéue t]aimsfheid by the fund

that may no appiy to'other yciass members

aim< for direct rehance

eon misstatemems i 10-K& section 1 d aims

from purchases pursuant to a false registration
statement, etc.), which might create a conflict
of interest or support a larger recovery in a

separate opt-out lawsuit?

INVESTORS -




“The PSLRA requires courts to choose as lead

epresenting the interest of class mermibers.”

The law mandates that, in general, the investor

or group thar has the largest financial stake should
be lead plaintiff.

While courts increasingly have rejected non-
-affiliated groups of individual investors s co-lead
plaintiffs — citing a failure to demonstrate they

ould-cohesively monifor. the litigation and

smunonal mvestors € 'team up Mth hcr

nsntunons as co- Iead plamnffs In. some case>,
_hose institutions may have different ideas about

: spects of the case and'may be represented by
eparate counscl. In those cases, the parties should

have procedures in place for resolving disputes.

To put-a stop to “professxonal plamtufs," the-
PSLRA allows an investor to serve as ieaé plamtxff
‘no.-more rhan fxve times it three years. Howevu :
: the House committee report accompanymg PSLR,—\

sspecifically exempts institutional investors:

Institutional invesitors secking to serve as lead

plaintiff may-need ced this limitation and do

=} Is Courts the dlscretlon to aflow msmunonal

“investars to excead the ceil mo Sormie courts have
waived the limit for institutions; while qti1ers have
ejected certain institutions as lead plaintiff on-

“occasion because of the'cap. A number of experts

have gathered information on district cotirts and
‘their rulings on whether the professional plaintiff

restriction applics to institutional investors.”

COUNCIL OF INST!

“plaintiff the investor{s) “most capable of adequately

' (whlch must approve xhe selectron) 4

: otl er class members that the lcad <o

TUTIONAL

How Docs A Penston Fund
Em/zzzzz%ézza’ é’afecz‘éead C’ozx/zse/ 7

e

Onc of the most important dccisidns a lead plaintiff-
makes is sclecting lead counsel, which dogs.miuch of
the heavy lifting in a securities suit —researching
the case, handling all the legal aspects (such as
secking discovery and filing motions), analyzing

setilement proposals and htigating the case'in court_,

Many mstvtut ional investors n“anage the se!ecnon

: ;prowss in, a wa; that wou]d estabhsn foF he court S

chosen for its cxpuuncc expems it
and fee propesal. To ensure xompumxon and hold
down fees, lead plaintiffs gencrally scek proposals

from a number of qualified firms.

Although the PSLRA authorizes the lead plainiff-to
choose 1eaa counsd sub;ect 1o ne approvai of the.

court the law does:not clearly ¢ delmeate the roles

-of mvestors and courts in dctermmmg the lead‘ e

counsel. As a result, court rulings have produced -
a variety of views on the proper procedure for the

appaointment of lead counsel.

; ordered a.

a fe; agreement thh the lead couns I

compemwe bzddmg DIOCess and re§er\red for ﬁself
the final decision on the lead counsel. In Comdisco
Securities Litigaiion {filed in 2002}, the U.S. District
Court for the Northern District of Illinois decided
that an institutional investor lead plaintiff could
neot insist on the appointment of its sclcctéd law
firm as lead counsel and had to accept the lowest
responsible bidder. And in I1BP Securities Litigation
{filed in 2004}, the LS. District Court for the
1 Division

District of South Dakota — Southert

INVESTORS




CWould everyone check to see they have an ailorney? { seem
; ; pal
to have ended up with two.

counsel’s ability'to

= Consider the differént methods for setting fees = .

“(e.g., negotiated at the beginning or end of the e S

case, ser oh.an incrédsing or decrcasing

schedule as the amount of recovery rises; sct
-at a single percentage regardless of recovery
amount) and be ready to explain why the :

. m’etb;ﬁd ‘ch‘qsen, is appropriate. .

S COUNCIL OF I




What Are Afternatiyes 7o
Serving As Lead Plaintify
OrPassive Class Mewmber?

’Instztunona! investors can somenmes win bzgger
~;emvenes by opting out, 1. e sumg on thesr own.

n a:state court. in two surveys of public pensvm_n
“funds conducted in 2005 and-?é@@, several opt-out.
plaintiffs reported recoveries that were higher '

often by a multip! e)t 1an the percentage af da‘ma‘ es

btamed from m\'eszors who remamed m the

one fund

e!ated ¢lass acrion. * For examp! '

btamed opt-out sctriemcnts for about 90‘ !
f its damagcs (substantially better than the class
ecoveries) in securities lir_igatioh cascs against
‘Enron (filed in 2002) and WorldCom (filed in 2003)
-and received those payments prior to the settlement
,‘of related class actions.” More- rutemiy in a 2007

sun aaamst Bristol Mvu‘: more tmn one fund

ve.ra! ume> largér i

sported recewmc seldememb

han the reco»ery won by ass acion membcrs ¥

jtin 'g out may offer dsstm advamages‘

IG SLCUI’![!CS laws an ’ UmCQ more f&\!(}

ftend with the

n ’stap:flc‘c‘d'rf do ndt have 10

‘in federal actions; that can pave the way for
speedier settlements and trials. And a fund tha
files solo retains the ability to choose its own
counscl, negotiate fees and manage the litigation

as it sees fit.

COUNCIL OF

ifg own course 1f 1ts counse!

: , ) 5 o : ‘mo'e !:ke y itis tha the costs and benems favor
automatic stay of discovery that the PSLRA imposes ' b

INSTITUTIONAL

But there are drawbacks to individual action that
make this route viable only in limited instances.”

For instance, a settlement with a plaintiff in

~ anindividual action usually is tethered to, and

follows, settlement with the class plaintiffs.

,_Many aefgndams would choose noL.1o settle an

dual action first chause the przce per share.

vbffere‘dfto the plaintiff in the individual action would

,immedia{'ely become the floor for any settlement

in the much larger class action. Settlements in

, g}eheka’!ére‘less likely because thefrelati\:e!y smaller

1! damagcs mught in-an mdmdua) action

Img. :o;ns_k‘a, trial...

sents muinpic

, msntunons that also are’ ﬁimg :tate daims n

WorldCom Inc., Securities Lttlgatwn, for example,
one law firm filed at least 47 individual actions on

behalf of more than 120 pensron funds @ Plamnff

opting our.f5 The deaszon. howa@r, ;o ’o,pt our.
should turn on an assessment of a number of
factors such as (1) the claims that are or could
be asserted in the action and the likelihood of
their sustainability, (2) the likclihood of recovery,
{3) the sources of recovery.and {4) the fund's own

individual stake in the class action.

INVESTORS




Specific Issues to Consider When Deciding Whether to Opt Out”

The size of the claim: Whether the claim is large
enough to justify opting out depends on (1) a
pension fund's ability to bear the extra time and
resource demands associated with oversight of
litigation and discovery in an opt out case and
{2) the size of the claim relative to the amount

of assets under the plaintiff's management.

(For example, a $5 million claim is more likely
“to be: m’ enal and merit allocanon Gf substantxal
resources for a small msmutlonal investor than

for a large'one,) ‘

The defendant’s ability to pay: The more secure-

the source of payment, the more likely that an
opt-out case will produce a worthwhile outcome.
Whethera fund 'hoids seuritics not covered

by-the chss actxon An opt-out suit mightbe.

the on!v avenue for recovery of damages re!atmg'f

to securities exc!uaad from a class action sust

Whether state law claims present advantages
over federal class action: Some state laws
allow a broader range of parties against

whom a suit might be brought, have a laxer
standard for proving faults such as “neglige‘ht
xni}srep‘r'es‘ép;a‘tjqn"jand seta higher benchmark

for puniti\fe'démag'e‘s than federal laws:

Whether a.fund has claims rhat‘cannot be.
pursued in a class abtion: This might, for
instance, include fraud-based claims under state
law, which federal law prohibits from being

brought in a class action.

COUNCIL OF

« Whether.a plaintiff can expedite a case by
ﬁ]ingan opt-out in a state court: By siaying

~out of federal court, a plaintiff might be able
tci:gez their case to trial faster than a class
action suit in federal court, and thereby gain
a strategic advantage. However, there are two
potential problems with this approach: (1) if
fyi]ing,jn state court, the plaintiff will have to

Iasms over. wlnch the tederal

v go»ernmen ho}ds exclusxve ]UHSdICUOn (such

as se’ucon Io(b) securmes fraud clazm: which

form the core dqus manv securities cases);
2 ) when an opt-out case is filed in state court,
the defendant will invariably try to get the

_ case put on the same schedule as the class

action, in:cluvding,tr}'ing 'gvov move the cése toa

-fe‘rc'ie;r,a;ljcou‘rﬂt._ ,

‘2. The, p’rc;:éehcefof corflices of interest:

: S'ituiat_iphs where investors might have a
perceived conflict of interest can be an
indicator in favor of an opt-out. One instance
of such a situation is when there is an investor
with sucha ’iarge continuing stake in the

company that it mlght be refuctant to

plam‘t:ff is \yzﬂmg to tc}lara;c as cqmpared to

other class members may be another example
of a conflict of interest that could make

opting-out favorable.

INSTITUTIONAL INVESTORS




Filing Proefs of Claim
his is anﬂeasy,—and inexpe'nsive way to collect from
(.UOﬂ settlement; someone else

sseeurities ci

has already donc the ltlgatmg, and the rwmy

ust sntmg oni the tablc wa;tmg to bc clalmed
Unfgrmnately, many.pensjon funds fail to pursue
this most basic m’eéns of asset’ recéver'y. A 2005
study of 118 securities class actions settled between

1 995 and ’002 found that 72 ucent ofmﬂntunonal

mvestors dxd not reccver momes m cases in whu

St Toe often funds

negléct 10 monitor th’c custodhn bank ar other

ourside pmvxder they rdy onto file proofs of claim,

to- ensuxc that all claims are w!lcucd

Writing Letters to the Court and/or
Lead Plaintiff

Pension funds may participate in securitiés

iti'gation‘bv Smeittingf‘c’o’k‘respondénce kthat

eqUESIS an ad'udtcatmg courr or Iead plamufis fo

ake a number of au[ons wuh respegt to the case

Specmcally a pensmn fund may write with the aim
“of o,btammg colirt docume}}tS and other materials.

“For eXa‘mpfe, in.a 1997.césfé Rudolph \4'53, fnc.

he cla im and reﬁied in state court, S\\’ B was
still able 1o ga.n access to all d:scover\' materials,
amcxpate in settlement discussions and receive

rivileged status reports from litigation counse).

COUNCIL OF

INSTITUTIONAL

A pension fund may also write in order to
unofﬁcial[y‘ protest counsel fees and/or settlements.
Ménf; experts agree that a close review of the
attorney’s fees sought by counsel for the plaintiff
c'lla’ss is in keeping with the fiduclary duty of
pé’héionr funds.” Since challenges can yield
considerable reductions in fees, scrutinizing fees
can be a prudent alternative to serving as lead

pihainvri{fﬁorvparticip:ating passively in a class action.

Finally, a pension fund may question the merits of

~asecurities litigation-claim all together. Take for

instance Gunther v. Moore (N.D. California)

and Whitiaker v. Moore-(N.D. California) = a 1994

‘class action and sharcowner derivative action,

respectively, filed against Intel Corporation.
Four institutional shareowners of the company,

including CalPERS, sent a letter to the lead

wplaintiff's counsel challenging the maerits of the

awon on the grounds that it was non-meritofious,

would impose sub:tannal costs on the company

‘«and*rha,t it would not promote the interests of

investors.™ In-response, the class counsel voluntarily

dismissed the claim.

INVESTORS




1 legaliclaims> produc turns or benefits that

s-for identifving, . substantally ounweigh the associated costs,

n clai‘mstshall be ’_inbc{u,di,ﬁ'g_fh‘e'

‘may retain outside case

ther ':e\(afgate merits of the -

ﬁhng in anv public.

QniNé;)er;helefs

(h) alternative means. ar results

osition:taken by the lead .

and (i) any other relevant considerations. - T . N
“ y otner retevar i plaintifi. Where there is'not the fequired unanimous:

approval, the Executive Director, a CiO or the

COUNCIL OF INSTITUTIONAL INVESTORS




Chief Legal Counsel may bring the matter to the
Board for its consideration. The Board may approve

litigation regardless of Evaluation Meeting action.

Board Reports and Approvals
The Executive Director shall report to the Board on
ach Evdluation Meeting outcome, and Trustees

must be informed prior to implementation of any

ﬂacz‘/?mgm fé’é/m/@/ Z()(W

aleRS willmanage its interest isécurities '

3?!0“ matter: as assets Of { 76 YFUSI runa

‘of the portfolio consistent with the lnvcs;mem
Management Plan. Consistent with this goal,

CalSTRS will pursue the following objectives:

Increasing the long-terny value of shares ina-

-company subject to aharehclde: huganon heid

in LaYST!\S’ portfoho

Deren mg wronpfu! LOTPOTSIQ mnduu rhat

most cases, CaISTRS’ mteres;s in seétiriiies
class action litigation claims will be adequatcly
addrcssc'i solc y. through passive partxcxpatlon as -

a'ciass member However in Sc}ea casus a h;gher 5

Ivgment w:if be. appropnat;, mciuc‘mg

’ ,Mux'mo for Lead P]amtsfr Status: In securmes
class action cases where CalSTRS' potential
damages exceed $5 million, or in other cases
where there is an exceprional opportunity to
preserve or enhance the long-term value of a
significant portiolio holding or to deter wrongful

corporate conduct, CalSTRS will consider

moving for lead plaintiff status, If staff concludes

COUNCIL OF INST

o fﬁese‘c’ﬂrit‘

jith the goal of enhancmg the long= term \ralue e

Increasing the net monetary value of settlements;

vinder mmes Lhe xntcgmy of the fnancxal mar}\ets.‘”

’ iC STRS as iead dass

. ‘CalSTRS is sefected as: :ad p}amnff

FTUTIONAL

approved action. Whenever SWiB's legal claim
exceads $50 million, Board approval is required to
injtiate or voluntarily join any litigation, whether it
is in the public or private markets. The filing of or
active participation of SWIB in appraisal, merger
challenge or other non-fraud corporate governance
litigation shall requifre both review 'throughzhe

Evaluation Meeting process and Board approval.

APPENDIN B: CalSTRS &awzfzcc é/f/gaﬁofz /’/wedaﬂeg

that a secuijties

'k‘Iaw firmon the '»a!uatlon counsei pane or

; valuanon and rcuommendanon w0 the Roard.

The eva!uanon counsc! pand shal be c:,la )hshed
under the direction of the General Counsel and
shall consist.of law firms that are experienced

in ,th¢ litigation of federal and state securities

cases. mdudmc bur not hmxted io.class actxons

“the. case, malw a recommendanon thcrcm and

to represent CalSTRS in the filing of a motion for

_l_éad plaintiff statiss.if such action is approved,

bt shall not atherwise be eligible to represent

unsel in that case if

A determmanon on whether to seek lead plai intiff

status shall be made by theBoard based on the
recommendation of the General Counse! and
evaluation counsel. The recommendation of
evaluation counsel should address the merits
of the case. potential applicable defenses and
recoverable damages. If, pursuant to Board
approval, lead plaintiff status is sought and

INVESTORS




approved by the Court, CaISTRS

-.a-competitive selection of lead-class counsel -

atters; 3).File a notice of
in orderd secure the most.qualified counsel

\0re actively monitor the case;
at a fee structure that aligns the inferests of the

class and {cad counsel.

4) Participate in settlément negotiations or

1by the Geners

aluation counsel.” =0

COUNCIL OF INS




This statement s,e,ts{fb’rth M’OSE‘RS’Y policy regarding
“potential participation as lead plaintiff in securities

«class action lawsuits.

“Background
n carrying out its fiduciary duties 1o prudently
nvest-and mana,gc the ass k
MOSERS invests in: th

_violations of federa! and staie secuirities: laws
“relating to various disclosure obligations and. in
‘many cases, other breaches of fiduciary or other
~duties. As a shareholder, MOSERS is a putative
member of the alleged classes (as"are:most or all
f the other, sharch’o{dé‘rs’) ‘Frequently, MOSERS
eceives solicitations: from atromevs who sul\ to

npresent MOSERS as a !ead plamtiff m thesc dass

action Iawswts

Appointment as a Lead Plaintiff

Undu the tedera! Prwate‘becurmes Litigation

the lawsuit who wants to serve as the lcad plamnﬂ
See 15 U.S.C. § 78u-4(a)(3)(B)(iiD). Typically, this
‘means that those investors wit‘h the largest holdings
in the defendant issuer’s srod\ have the fight o

serve as the lead plaintiff:

{n-most securities class action lawsuits, several
other investors, including many institutional
investors with substantially greater investment

portfolios than MOSERS, hold more shares in the

COUNCIL OF

' fm hcjiéfbé;jéﬁltfrom ,sérying as a fead plafﬁtiff;, :

INSTITUTIONAL

APPENDIX Cr MOSERS Folizy on Frivate Secarities Class Action
| ém;a fzo/z /éas:f ;?mzsmfz é{meé 5, Zﬂ(’ﬂ

T e

defendant issuer than MOSERS holds and, thus,
have & larger financial interest inthe relief sought.
Accordingly, in most such lawsuits, an investor

other than MOSERS will have the right to serve as

the lead plaintiff.

Financial Risks of Serving as Lead Plaintiff

There are financial risks in serving as a lead

: plamnff ina SLCUHHLS class action lawsuit.

Servmg as Iead plamnff or being; desxgnated lead

- plaintiff. may ha_ve..ﬁnanaal’ risks if the litigation is

unsuccessful. Unless the ?eéd plaintiff negotiates
an allocation of potential financial risk with other
named plaintiffs, the lead plaintiff could bear the
costs, expenses or, potentially, attorneys’ fees of
the opponent if the {itigation is unsuccessful or
thc court.grants samuons undcr }\u 11 of the

Fedm! Rules of Civil Procedun F;naily regardléss

of th outcome of the Iawsuxt class: mcmbers couidk
: pgtcnnally pursuc c;]an_ns agam/sl the lead plaintiff

'*fdr,in@dequatd;/ representing their interests;

“In return for assuming these financial risks,

»rh'e,l‘ead plaintiff does not.obtain any additional

; 'expenses if the- Iawsuzt is sucuccsful or a sctt emé

is obtained). See 15 U.S.C. & 78u-4(a)(4).

MOSERS’ Policy
Based on the foregoing, itis MOSERS’ po!ic’y

. notto serve as a fead p!amnif in securmes class

action: lmgauon unlgss MOSERS is among the
largest shareholders of the defendant issuer and
service as a lead plaintiff is determined to be in

the best interest of the System.

INVESTORS
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“John on. “Sdectmg‘Lead Counsel in the

ial Chaos.” Institutional Investor Advocate”
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Corporate Governance
and Securities Litigation

_u_.mmmz_"_mn to the Securities Litigation Subcommittee
Kentucky Public Pension Working Group

Gregory W. Smith
General Counsel
Colorado PERA




Board of Trustees Shareholder
Committee Charter

A standing committee of the Board comprised of not
less than four members. The Shareholder
mmmno:mmcm_w? Committee mcvno:m the Board by
overseeing management’s implementation of the
policies and procedures concerning PERA's rights

and ﬁmwco:m_cm_mﬁmmm as a shareholder.




Duties and Responsibilities

The Shareholder Responsibility Committee will:

Recommend a shareholder responsibility policy to the Board for
approval;

Interact with the legal counsel and the CIO on shareholder
responsibility policy matters

Ensure that PERA manages its proxies in the most advantageous
manner, and report to the Board as appropriate; and

Review PERA’s internal policies and procedures with respect to
securities litigation with the objectives of enhancing loss recovery on
a cost effective basis and encouraging the implementation of
responsible corporate governance practices in the business
community




Securities Litigation Policy

Goals:

Fulfill PERA’s fiduciary duty by effectively managing claims as
fund assets

Increase recoveries on claims

Reduce fees paid to obtain recoveries

Deter future frauds by imposing personal liability on bad actors
Fix company governance issues to prevent future problems

Encourage criminal sanctions/disbarment to remove bad actors
from boards and management

Change the litigation system to better protect interests of
shareholders and meet above goals




Securities Litigation Policy

Investigation Guidance
m Loss Threshold: $5 Million

m Closer examination:

¢ |s it a viable case or vulnerable to a motion to dismiss under
the Private Securities Litigation Reform Act (PSLRA)?

« What can PERA bring to the litigation to improve the outcome?

= Does PERA have a conflict in the class because it holds a
large ongoing position in the company?

= What are the potential sources of recovery?




Securities Litigation Policy

Investigation Guidance

a Closer examination (Continued):
» Is PERA eligible to pursue lead plaintiff status?

» |s another sophisticated and reliable lead plaintiff going to
come forward?

» How much has PERA lost?

+ What are the available internal PERA resources to undertake
the active management strategy?




Securities Litigation Policy

Y

Decision-making Process

m [n a cost/benefit analysis to determine whether
the benefits outweigh the costs, consideration
must be given to the following goals:

m Are there claims against auditors or other third parties
that are not being pursued?

= IS PERA the best fund to represent the class for any
reasons other than the monetary loss, such as lending
credibility to a less obvious claim?




Securities Litigation Policy

RN

Decision-making Process (continued)

m \Was there egregious activity within the company such
that a personal recovery from the defendants appears
to be the most expedient way of preventing similar
future corporate behavior?

a Will participating in the suit assist in lowering plaintiff's
attorney fees and foster healthy competition within the
plaintiff’'s bar?




Securities Litigation Policy

Decision-making Process (continued)

m \What are the corporate governance changes that
could be considered to address causes of the fraud?

m Will PERA’s participation have a positive impact on
reforming securities litigation in general?

m Will PERA’s involvement increase the likely recovery
to be realized from this action?




Securities Litigation

m Claims filing

m Settlement and fee analysis

m Monitoring case
m | ead Plaintiff
m Opt Out/Direct Action

10



Securities Litigation Activities

m Royal Ahold
m 2006 $1.1 Billion

m Oxford Health
m 2003 $300 million

11



m Qwest
m November 2007

m McKesson HBOC
m August 2005

12
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and Securities Litigation

Presented to
Securities Litigation Subcommittee
Kentucky Public Pension Working Group

Jane Hamblen
Chief Legal Counsel

State of Wisconsin Investment Board
October 22, 2008




Securities Class Action Lawsuits
January 1999 — May 2007

(As of 12/21/2007)

200

150

100

50

1999 2000 2001 2002 2003 2004 2005 2006 2007

B Number in which SWIB is Class Member
B Number of Class Action Lawsuits Filed

* Includes securities class action lawsuits filed under the Public Securities
Litigation Reform Act (PLSRA). Excludes derivative actions.

« SWIB has been a class member in approximately 30% of all new securities
class actions filed each year.

* SWIB is a class member in 382 pending securities class actions.

* SWIB has been lead plaintiff under PSLRA four times.



Fiduciary Duty

m Requires prudent management of assets
under management

m Class action claims and shareholder rights
are trust fund assets

m Prudent management requires process,
Process, process




Board Establishes Process

m Securities Class Action Procedures

m Corporate Governance Policy

m Proxy Voting Guidelines




Securities Litigation Process
- Passive Role

L egal Staff required to maintain a process to:
m |dentify class action claims

m File class action claims

m [rack and collect on class action
settlements




Securities Litigation Process

- Active Role (summa
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Step 1.

_szgm,m_, Case Evaluation
Legal Staff




Cost-Benefit Analysis

Fraud or other serious m Demands on investment
illegal conduct staff

Ongoing investment m Other satisfactory lead
position plaintiffs

Legal vuinerabilities m Bottom line

Potential sources of considerations

recovery = Alternative means of
obtaining similar results

m Corporate governance
concerns

m Others




Sources for cost-benefit
analysis

m External vendor - tracks all new lawsuits,
provides SWIB’s transaction history and potential
damage calculations

n _:<®m§m2 Staff — views of the company; history
of reliance on management statements

n _u_mm::mm counsel reports and analyses;
Complaint

Other institutional holders of the security —
potential lead plaintiffs




Condition for Step 2 in Process

Legal Staff must conclude that SWIB’s
active involvement in the litigation is
expected to produce increased returns or

- benefits that substantially outweigh the
associated costs, including the lost
opportunity costs from staff time devoted to

litigation

10



Step 2.
e e
Staff Evaluation

1



Initial Evaluation Meeting |
f
m Meeting called by Chief Legal Counsel

= _Um_iO:Umjﬁm - Executive Director
- Chief Financial Officer

- Chief Legal Counsel
- Portfolio Manager

m Presentation and discussion of Legal Staff's
findings in cost-benefit analysis

12




Independent Legal Advice

m IF members of the Evaluation Group unanimously concur
either that

» the benefits of taking an active litigation strategy substantially
outweigh the associated costs or

» otherwise merit additional consideration

m THEN Chief rm@m__ Counsel may retain outside
independent case review counsel to further evaluate

merits of the case and SWIB's options and to advise the
Evaluation Group

13




STEP 3.

Final Decision

14



Different claims / Different procedures

m Securities _nﬁmca Class Action

m Non-Fraud Corporate Governance
Litigation

15



Non-Fraud nozoo.,mﬁm Governance
—.#._.mm:o:s ,

m Examples: dissenters rights, appraisal
challenges, merger challenges, proxy disputes

m Board approval is required to initiate or
voluntarily join litigation

16



Securities Fraud Class Action
Litigation |
m  Unanimous approval of Evaluation Group

»> Damages < $50 million - pursue active role

> Damages > %50 million — Board approval required to
pursue active role

OR
m  No unanimous approval of Evaluation Group

> A member of the Evaluation Group may seek Board
approval, notwithstanding Evaluation Group

> Chief Legal Counsel may pursue alternative active
strategies

17



Active Roles

s Seek lead plaintiff status individually and with
other institutional investors

m Opt out of class action / file separate law suit

18



Alternative Strategies

m Support another institutional lead plaintiff
candidate

m Support legal position taken by lead plaintiff by
letter to court or amicus brief

m Object to excessive legal fees

19



Selection of Counsel

m Based on informed decision
> Request for Information

> Analysis of information already provided

m  As lead plaintiff, have fiduciary responsibility to
class members

m | egal fee negotiation

20



SWIB’s Litigation Activities

m  Lead Plaintiff: Anicom (IL)
Just for Feet (co-lead plaintiff) (AL)
Cell-Star (TX)

Physicians Computer Network (NJ)
m Opt-out: Worldcom (WI) (opted back in as class member)
m  [racking/monitoring: AOL Time Warner
m  Challenge to Fees: Horizons CMS (NM)
m  Official Monitor:  S-3 (CA)
m Corporate Governance: Peerless systems (DE)
m  Other: Rainforest Café - appraisal case

- Medco Research - enjoined merger because of low price

21
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The Future of Opt-Outs In Securities Fraud
Class Action Litigation

Reed R. Kathrein
Partner
Hagens Berman Sobol Shapiro LLP

715 Hearst Avenue, Suite 202 ,Berkeley, CA 94710,
Telephone: (510) 725-3030 Facsimile: (510) 725-3001 Cell: (415) 683-8566
Email: reed(@hbsslaw.com

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK

www,hbsslaw.com: |



Noom Overview

Over the past ten years, the number of securities fraud
class actions has hovered around 200 per year.

By June 2008, 139 securities fraud class actions were filed.
One source has 169 to date.

In September 2008, 14 of the 24 suits filed were unrelated
to the crisis, including life science and wireless companies

By October 2008, there have been 85 alone relating to the

subprime crisis. 21 are related to the auction rate securities
lawsuits.

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK

| Www.hbssiaw.com




2008 Overview (Continued)

 The probability of a fraud suit increases with the
size of the price decline.

— 20-30% result in suits in 9% of the instances

— 30-39%..ccoiiiii 15.5%
—40% ormore ................ 31%

* But the current market crisis will impact these
statistics

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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2008 Overview (Continued)

« Average settlement since 2001 is $45.4 million

« As investor losses increase, the percentage of
recovery decreases on average

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK

Jhbsslaw.com



Expected Settlement as a % of Investor Losses

Nera Prediction Model
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Nera Median Losses to Settlement Ratio

Figure 23. Median Investor Losses and Median Ratio of Settlement to Investor Losses
January 1, 1996 - June 30, 2008
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Other Factors Influencing Settlement Size

Settlements rise dramatically with the inclusion in a
settlement of securities other than common stock (bonds or
options, for example).

Increase with the potential depth of defendants’ pockets.
For each 1.0% increase in the defendant company’s market
capitalization on the day after the end of the class period,
the settlement is expected to increase by 0.2%.

If the defendant firm has declared bankruptcy or has a stock
price of less than $1.00 per share at the time of settlement,
the settlement is expected to be approximately 20% lower

Professional firms as codefendants lead to larger
seftlements. Cases with an accounting firm as a co-
defendant are associated with settlements that are more
than two times larger than otherwise

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK

- www.hbsslaw.com




Top 10 Shareholder Class Action Settlements

« 1 Enron Corp. ---2008 $7,242,000,000
« 2 WorldCom, Inc. ---2005 $6,158
« 3 Cendant Corp. ---2000 $3,561
« 4 Tyco International, Ltd. ---2007 $3,200
« 5A0L Time Warner Inc. ---2006 $2.,650
« 6 Nortel Networks (1) ---2006 $1,143
« 7 Royal Ahold, NV ---2006 $1,100
« 8 Nortel Networks (I1) ---2006 $1,074
« 9 McKesson HBOC Inc. ---2008 $1,033

« 10 UnitedHealth Group  ---2008 $895

SEATTLE LOS5 ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK

T Iwww.hbsslaw.com




Big Frauds Attract Opt Outs

 WorldCom

+ AOL/Time Warner
* Quest

* Tyco

* Vivendi

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Class action settled for $6 billion
One firms opt-out clients settled for $651 million

Some firms claim to have had a 70+% recovery in
WorldCom:

The WorldCom o_umm settlement was much more favorable,

<<o:o_Oo=,_ Opt-Out Results

with recoveries between 35 to 50% of some losses.

Because WorldCom involved bonds which lost most of their
value over a short period of time, there was little loss causation

risk.

Because the WorldCom bonds were only issued through
registration statements, there was no issue of tracing.

WorldCom admitted that the financial statements in the
registration statement were false.

SEATTLE

LOS ANGELES

BOSTON

PHOENIX CHICAGO
,NOSslaw.com

SAN FRANCISCO NEW YORK




T
..M%wa.ﬂ, i

CalPERS, CalSTRS, LACERS $257.4 million

Alaska Permanent Fund Corporation 14

Five NYC Pension Funds $78.9 million

TOTAL $350.3 million
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.. >O.E._.m_,=m Warner

Class action settled for $2.65 billion
Over 100 institutions opted-out
Total losses estimated between $200-$300 million

Opt-Outs claimed recoveries of 14-35% compared
to 1.37% for the class

CalSTERS claimed a 6.5 multiple, Alaska 50,
California Regents 16-24, Ohio 16
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University of California

$246 million

Ohio State Pension Funds $144 million
CalPERS $117.5 milion
CalSTRS $105 million
State of Alaska $50 million
UK Pension Funds $45 million
Los Angeles Pension Funds $22.3 million
Stichting Pensioenfunds $20 million
Amalgamaged Bank $14 million
TOTAL $763.8 million

i
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Qwest

Class action settled for $400 million.

Total amount of claims opting out was $1.9 billion
of class action.

Opt-outs settled for a total of $411 million, or
approximately 20%.

CalSTERS claimed a multiple of 30

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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CalSTRS $46.5 million

Colorado PERA $15.5 million

Alaska Permanent Fund Corp (AFPC) $19 million

Teacher Retirement System of Texas $61.6 million

TOTAL « $142.6 million

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK




* Qwest also entered settlements in undisclosed
amounts with the New York City Employees’
Retirement System; Stichting Pensioenfunds: and
the Teachers’ Retirement System of Louisiana.
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Quest (4)

 Colorado PERA said that its recovery in the class settlement
would only have been $400,000, or less than one cent on
the dollar of the fund’s investment losses, meaning the fund
increased its recovery more than 38 times by pursuing a
separate action.

AFPC said that the state’s combined recovery in the class
settlement would only have been $422,000, on combined
investment losses of approximately $89 million. While the
state recovered only a quarter of its investment losses
through its separate action, it recovered 45 times what it
would have recovered in the class settlement.
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i .
Tyco Opt-Outs

« Class action settled for $3.2 billion

* 288 persons or entities opted-out. Most are mutual
funds and only a couple public pensions opted out
and filed separate actions: Teacher Retirement
System of Texas, Michigan

* New Jersey State Pension Funds $73.24 million
(partial)

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Vivendi

 Scores of foreign institutions filed individual or

group actions when the court certified the class in
a manner that excluded them.
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Why Are Recoveries Greater For Opt-Outs?

« The Securities Act of 1933 (unlike the Securities
Exchange Act of 1934) confers concurrent
jurisdiction on state courts

« Contains an anti-removal provision that prevents
the defendant from returning the case to federal
court.

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Why Are Recoveries Greater For Opt-Outs?(2)

« State court, plaintiffs escape the Private Securities
Litigation Reform Act ("PSLRA"),

— No stay on discovery,
— No heightened pleading standards, and

SEATTLE LOS AMGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Why Are Recoveries Greater For Opt-Outs?(3)

« Class certification standards have been
significantly tightened in federal court

» Proving reliance does not rely on the “fraud on the
market” doctrine where must prove the market not
to be efficient in particular stocks
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Why Are Recoveries Greater For Opt-Outs?(4)

A More Favorable Forum---Home Town

 No Insolvency Constraints---Size of claim will not
bankrupt the company.
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Why Are Recoveries Greater For Opt-Outs?(5)

« Agency Costs. Selects its own counsel and can
monitor it closely, demanding at least as good a
settlement as the other opt outs receive. If

unsatisfied, it can go to trial. An absentee class
member has no similar choice.

« Economic Leverage and Voting Power.

Institutional investors typically hold significant
voting power.
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Does ERISA Obligate Opting-Out?

« ERISA’s “exclusive benefit” standard requires the fiduciary
of an “employee benefit plan” to “discharge his duties with
respect to a plan solely in the interests of the participants
and beneficiaries and for the exclusive purpose of: (1)
providing benefits to participants and their beneficiaries; and
(2) defraying reasonable expenses of administering the'
plan.” See Section 404(a) of the Employee Retirement
Income Security Act of 1974, 29 U.S.C. § 1104(a).

+ A fiduciary does not breach its duty to the pension fund by
failing to enforce a claim if the fiduciary reasonably believed
that to do so would be futile. See, e.g., McMahon v.
McDowell, 794 F.3d 100, 110 Awa Cir. A@m@v.
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Does ERISA Obligate Opting-Out? (2)

« Public pension funds are not subject to ERISA, which
expressly excludes them. See 29 U.S.C. § 1003(b)
(excluding “governmental plans” from ERISA’s coverage).

« ButIn 1997, the National Conference of Commissioners on
‘Uniform State Laws adopted the Uniform Management of
Public Employee Retirement Systems Act (the “Act”), which
is in the process of being widely adopted. The Act's
provisions were modeled after ERISA, and it contains its
own “exclusive benefit” rule.
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Does ERISA Obligate Opting-Out? (3)

« Public pension fund fiduciaries are still subject to
the common law standards for fiduciaries, and
these standards are probably not significantly
different. At a minimum, they require that the
trustee “use reasonable care and skill to preserve
the trust property.” See Restatement (Third) of the
Law of Trusts. Section 227
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Benefits

« Substantially increased recoveries

- Corporate governance voice

« Valuable _uc_u:oE\ giving suit credibility

« May be necessary for class certification reasons
* Not left behind other institutions

* Fulfills fiduciary duty

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Threats

* Increases over-all litigation costs on both sides
» Class litigants will try to deter opt-outs by :
— Increasing settlements

— Trigger standard “blow-up" provisions where a class
settlement is set aside when when opt-outs reach a
certain percentage

SEATTLE LOS ANGELES BOSTON PHOENIX CHICAGO SAN FRANCISCO NEW YORK
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Will the Z:E_o_mm Continue--Game Theory

Prisoners Dilemma

Reiterated Prisoners Dilemma
Blow Provisions

Most Favored Nations Clauses
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Steps

« Put procedure in place to govern future opt-out
decisions

« Monitor class definitions and treatment of
subclasses

- Monitor all purchases of new securities that drop a
set threshold or dollar amount

« Hire personnel to monitor and recommend
- Have approved counsel ready to go
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OPT-OUTS, MFNS AND GAME THEORY: CAN THE
HIGH MULTIPLES ACHIEVED BY OPT-OUTS IN
RECENT MEGA-FRAUD SETTLEMENTS CONTINUE
A DISCUSSION DRAFT

By Reed R. Kathrein
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i INTRODUCTION

Securities fraud class actions have seen a new
phenomena during the past couple of years—opt-outs by
large institutional investors to pursue individual lawsuits.

In the past, opt-outs were confined to investors who
protested securities fraud actions or those related or
sympathetic to defendants. Large investors stood on the
sidelines and cashed in on the settlements as free riders who
benefited from the efforts of the small investor and its
attorneys.  Several factors have changed the game. The
passage of the Private Securities Litigation Reform Act of
1995 put the mvestor with the largest losses and its counsel
in charge of a securities fraud class action. Other class action
attorneys who had clients with large losses, but not the
largest loss, found themselves cut out of the action. Al the
same time, after years of courting large institutional investors
and educating them, the institutions are now in a position
where they have relationships with eager plaintiffs’ securities

counsel ready and willing to give advice. Finally, with the

EETNT VY




Public Retirement System, (“CalPERS”), California State
Teachers’ Retirement System (“CalSTERS”), and the Los
Angeles County Employee Retirement  Association
(“LACERA”) announced a combined settlement of $257.4
million. The settlement appears to be part of a larger
settfement of $652 million by a group of state and local
retirement funds and insurance companies, which its
attorneys claimed was 83% higher than the class action
settlement.  For some of the funds involved, this opt-out
settlement represents more than 70 percent of their losses.
Five New York pension funds announced a combined
settlement with a multiple of 3 times over the class action.
Moreover, the funds claimed that this settlement represented
over 60% of their losses.

In 2007, in AOL Time Warner, CalSTERS claimed a
6.5 multiple on a settlement of $105 mullion out of damages
of $135 million. The State of Alaska claimed a multiple of
50. The University of California claimed a multiple range of

16-24 on a settlement of $246 million out of a loss of $550
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Ronald 1. Miller, Dr. Stephanie Plancich, NERA Economic
Consulting Group, Receni Trends in Shareholder Class
Action Litigation: Filings Plummet, Seftlements Soar, Jan. 2,
2007 at 79, available ar  hup//www.nera.com/

publication..asp?pID+3028.

Institutional investors, who have filed these actions or
who are considering filing in the fﬁture, must ponder whether
the large multiples over the class recoveries by opt-outs will
confinue in future cases. If so, their fiduciary duty or business
Judgment would dictate that they hold out for the prospect of
filing separately as an opt-out, at least for as long as the
statute of limitations, or any tolling period the statute aliows.
See In re WorldCom Sec. Litig., No. 05-6979-cv, slip op.
(2nd Cir. Jul. 29, 2007 Similarly, counsel would necessarily
advise large institutional investors to opt-out of class action
settlements, as long as their damages or those of other joining
institutions are large enough to kprovide counsel with

sufficient incentive to take the case through trial and maybe
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good portion of their practice to representing
large, typically institutional, opt-out clients,
thereafter negotiate a huge settlement with the
defendants (and their D&O insurer?), and
then collect whatever amount they have pre-
negotiated with the client(s). Equally inviting
to  prospective opt-out counsel, they
oftentimes would be relieved from having to
devote the time, resources and money
typically necessary to prosecute a securities
fraud claim, as all of the work, including
paper discovery and depositions, already will
have been completed by the class action
counsel in the context of the class action
litigation.  In other words, work much less
and recover much more. Now that's
capitalism!

In short, a new opt-out regime may be
upon us, and companies and their D&O
insurers alike, as well as class counsel and
their class members, should be sensitive to
the possibility that the number of lnigated
opt-out cases could escalate and cause
heretofor non-existence problems for all of
them, absent a reasonable and realistic
solution. It may be that nothing can be done,
short of legislated changes to Rule 23 of the
Federal Rules of Civil Procedure governing
class actions, and complimentary judicial
activism. But people need to begin talking
about the problem now, before the whole
team of horses has lefi the barn.

Richard Bortnick in Kevin M. LaCroix, D &0 Diary , Class
Action Opt-Outs: The New Frontier, Feb. 21, 2007,
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11

As a final caveat to the discussion below, an opt-out
is not really an opt-out, for purposes of this discussion, if the
investor has significantly ciifferent claims from those of the
class. For example, in AOL Time Warner, the University of
California stated that “[o]pting out of the federal class action
allowed the University to assert unique claims that were
unavailable to the class.”

1L GAME THEORY AND SECURITIES FRAUD
SETTLEMENTS

Game theory is the use of mathematical models to
predict the behavior of the participants in a bargaining or
conflict situation -- the game. Examples include war, peace
negotiations, where to go on a date, selling or buying goods,
and a duel. Common features of these games are conflicting
parties, each player has choices, information and desired
results or preferences, each player’s choice will result in an
cutcome dependent on the actions of all other participants.
No player can force an outcome. See Brian Martin, The

Selective Usefulness of Game Theory Social Studies of

1RETAT V3
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through the end of trial. One well known game that closely
resembles the behavioral choices of securities fraud class
action settlements, where a defendant is negotiating
simultaneously with class counsel and “opt-out” counsel is
known as the Prisoners’ Dilemma.

Professor John Coffee, Jr. applied the Prisoners’
Dilemma model to securities fraud settlement negotiations
several years ago in Class Wars: The Dilemma of ithe Mass
Tort Class Action, 95 Colum. L. Rev. 1343, 1367 (1995). In
that article he described the game as follows:

In  the standard example, two
individuals, who are factually guilty of a
felony, are interrogated by a prosecutor who
seeks a confession from each. If neither
confesses, the prosecutor will be unable to
obtain more than a misdemeanor confession
that would result in a one-year sentence for
each. If only one confesses, the prosecutor
will reward that individual with a plea
bargain resulting in a six-month sentence, but
the other defendant will receive a ten-year
sentence. If both confess, they will each be
convicted of a felony and receive five years
each. See R. Duncan Luce & Howard Raiffa,
Games and Decisions: Introduction and
Critical Survey 9497 (1957).  Under this
structure, 1t is logical for both prisoners to

186737 V3
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The outcome of each choice depends on the
choice of the accomplice, but each prisoner
must choose without knowing what his
accomplice has chosen to do.

In deciding what to do in strategic
situations, it is normally important to predict
what others will do. This is not the case here.
If you knew the other prisoner would stay
silent, your best move is to betray as you then
walk free instead of receiving the minor
sentence. If you knew the other prisoner
would betray, your best move is still to
betray, as you receive a lesser sentence than
by silence. Betraying is a dominant strategy.
The other prisoner reasons similarly, and
therefore also chooses to betray. Yet by both
defecting they get a lower payoff than they
would get by staying silent. So rational, self-
interested play results in each prisoner being
worse off than if they had stayed silent. In
more technical language, this demonstrates
very elegantly that in a non-zero sum game a
Nash Equilibrium need not be a Pareto
optimum,

Prisoner’s dilemma, (Jul. 9, 2007). Wikipedia, The Free
Encyclopedia., available ar: hitp://en wikipedia. org/wiki/
Prisoners_dilemma (last visited Jul. 11, 2007).

Professor Coffee found the Prisoners’ dilemma useful
in explaining the outcome of settlements where counsel for a

copy-cat class action plaintiff, which could not be

consolidated with the original federal plaintiff, would seek to
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by their corporation to a plaintiffs' attorney
who has not performed any valuable service.”
Coftee, Ir, supra at 1367.

One "old" form of collusion...
mnvolves what this Article will call a "reverse
auction," namely a jurisdictional competition
among different teams of plaintiffs’ attorneys
in different actions that involve the same
underlying allegations. The first team to settle
with the defendants in effect precludes the
others (who may have originated the action
and htigated it with sufficient skill and zeal
that the defendants were eager to settle with
someone else). A recent recurring scenario
involves an inactively litigated action in state
court being brought and settled so as to
preclude a decision in a more aggressively
litigated federal action. ..

...Assume a meritorious class action
raising federal claims (for example, securities
fraud) 1s brought in federal court and
plaintiffs decline to settle it on terms that are
attractive to the defendants. At this point, a
parallel or "shadow" action parroting some of
the factual allegations in the federal action
may be filed in a state court. Because federal
courts have exclusive jurisdiction over the
Securities Exchange Act of 1934, a state court
cannot adjudicate the federal law issues.
Although claim preclusion of the federal
claims is thus not possible, issue preclusion
poses a grayer question. In principle, issue
preclusion applies only to those issues that
could have been litigated in the action, but an
adverse judgment in the state court on claims
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In overview, the critical factor
essential to collusion is competition among
teams of plaintiffs' attorneys .that the
defendants can exploit. Here, it happens
because the parallel action in state court
cannot be consolidated by the JPML with the
federal action or actions. Once rival plaintiff
teams are in competition with each other, and
each 1s able to agree to a binding settlement
of a nationwide class action, the “reverse
auction” can begin. No explicit agreement
among the participants is needed; all that is
necessary is that each team of plaintiffs’
attorneys sees that it can be divested of any
participation in the action unless it reaches a
settlement with the defendants first.

Id., at 1370-1373.

Professor Coftee’s example works because the
competing groups of securities class actions have the
potential of wiping out all or part of the other’s case. In the
opt-out situation that is not necessarily true.

Since the passage of the Securities Litigation Uniform
Standards Act of 1998 (“SLUSA”), most state securities
fraud class actions are blocked or removable to federal court
where they can be consolidated with the federal action.

SLUSA exempts from its preemption coverage certain
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In fact, a near perfect example of this appears to be
occurring at the time of this writing.  According to reports
and public announcements by the partics involved, settlement
d.iscussions were proceeding in what was described by
plaintiffs attorneys as a huge securities fraud action against
Royal Dutch Shell (“Shell™) by the federally appointed lead
plamnuff. Shell had already paid $120 million in fines to the
SEC for “overstating reserves” and later revealed it was
prepared to offer up to $500 milhion to settle the class action.
The plaintiffs claimed the case was worth $13 bilhon. Thus,
3500 million would be less than 5% of damages.

Settlement talks stalled At the same time, the federal
court was concerned about the adequacy of representation for
non-U.S. investors who purchased Shell’s stock on foreign
exchanges. With trouble of representation of a large portion
of the federal class action, Defendants saw an opportunity:
Using a variant of the Prisoners dilemma identified by
Professor Coffee to reverse auction the federal class,

defendants “colluded” with eager counsel of foreign
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plaintiff by finding parties, whose attorneys were otherwise
cut out of earning a fee since their clients had not been
appointed lead plaintiff, who were willing to take the
settlement offer rejected by the 1ead plaintiff,

Considering the amount of damages claimed by the
U.S. lead plaintiff, the settlement appears to have resulted in
an amount which is less than Pareto optimal, as would be

predicted by the Prisoner’s dilemma. It is no more than what

Shell either offered or wags prepared to offer the U.S. lead
plaintiff. But, the attorneys who were otherwise cut out of the
deal were able to steal more than half the class and the fee
that goes with those claims.

Even worse, in a play taken from antitrust class
actions, Shell agreed to a MFN clause with the non-U.S.
investors, which guarantees should a settlement in the U.S.
class action result in a larger distribution at a later date, Shell
will pay the European investors the upside difference from

any amounts paid to the U.S. Class Action. Thus, the U.S.

lead plaintiff has to assume all the risk of continuing
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outs as a way to pressure the class action plaintiffs into
settling early and cheap. If so, the opt-outs who held out
benefited greatly by the early settlfement and were able to
negotiate high multiples.

Another variant of the Prisoner’s dilemma helps us
predict, however, that these multiples will not continue.

The Prisoner’s dilemma game assumes that the

players that play the game are not repeat players. In securities

the mega-cases. There 15 a relatively small universe of
plaintiffs” class action counsel and defense counsel. They
communicate with each other and, as witnessed by this PLI
program, share knowledge of the strategies. Similarly, there
are a imited number of large institutional investors, and they
too share knowledge of strategies through organizations such
as the National Association of Public Pension Attorneys.
Where the players of the game know they will play it more

than once in succession, and know they will remember the
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Iree Incyclopedia, available ai: hitp:/fen wikipedia org/
wiki/Repeated_game. There are numerous rational strategies,
known as trigger strategies, for non-cooperative repeated
cames. Jd. A player utilizing a trigger strategy initially
cooperates but punishes the opponent if a certain level of
defection (i.e, the trigger) is observed. The level of
punishment and the sensitivity of the trigger vary with
different trigger strategies. Trigger strategies include Tit for

Tat {the punishment continues as long as the other player

[

defects), Tit for two Tats (a more forgiving variant of Tit for
Tat), and Grim Trigger (the punishment continues
indefinitely afier the other player defects just once). Trigger
strategy, Mar. 25, 2007), available at http://en. wikipedia org/
wiki/Trigger strategy, last visited July 12, 2007

Robert Aumann, who was awarded the 2005 Nobel
Memorial Prize in Economics for "having enhanced our
understanding of conflict and cooperation through game-
theory analysis,” showed in his 1959 paper, rational players

repeatedly interacting for indefinitely long games can sustain
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and make threats, rather than constantly inflict harm on each
other.

If the iterated form of the Prisoner’s dilemma is
applicable to the competing interests of the known body of
institutional investors who are likely to be repeat players in
securities fraud class actions, then in the future we are likely
to see the plaintiffs cooperate to obtain the greatest results
overall, and decrease the disparity i settlement multiples to
damages. Once embarrassed by higher multiples achieved by
opt-outs, neither class counsel nor the lead plaintiff is likely
10 want to be embarrassed again. How is this likely to play
out?

In the past, before the opt-out craze, defense counsel
protected their clients by nsisting on a blow provision in the
settlement agreement. Having been burned by the recent
spate of opt-outs, we are likely to see defendants begin to
insist on more stringent blow provisions, and perhaps even

giving early opt-outs the opportunity to opt in and save what
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stock elects to opt-out and go it alone in
private litigation (or in combination with a
sufficient number of other shareholders so as
to constitute a "mass action,” but not a "class
action”). What arc a company and its D&O
insurer to do? How about a non-settling
accounting or law firm? At present, there is
no simple solution, no "magic bullet" to avoid
additional, and potentially severe, exposure
both for defense and indemnity.

Moreover, such a situation could have
implications on the proposed class action
settlement, as the company and its D&O
insurer (as well as, where applicable, settling
accountants, attorneys, etc.) may invoke the

elect simply to "roll the dice" and try the class
action, although that may be the least
attractive option to someone who likes
certainty and hates surprises. Of course, a
decision to blow up a settlement could have
wide-ranging  business (and  marketing)
implications, particularly for a D&O insurer
which develops a reputation of being a
company which blows up settlements and
leaves 1ts insureds exposed to personal
liability by way of a jury trial or otherwise.
And, in any event, from where will the money
to defend and ultimately settle the opt-out
case come? The company? The D&O
insurer which had not exhausted its policy’s
limit as part of the class action settlement?
The company’s outside  accountants,
attorneys, and whoever else had a hand in the
transaction that gave rise to the lawsuit? Or,
perhaps, the D&O’s themselves. In the few

31




IV.  THE IMPACT OF THE MOST-FAVORED-
NATION CLAUSE IN MEGA-FRAUD
SETTLEMENTS
“Most-Favored-Nation” clauses are used in a variety

of bargaining contexts to provide an early bargainer with

comfort that others that follow will not get a better deal

Rather than hold out negotiations, an MFN can promote an

early deal. In the settlement context, MENs have been used

to in copyright infringement, bankruptcy, antitrust and
employment cases. See In re Domestic Air Transporialion

Anfitrust Litigation, 148 FR.D. 297 310 (1993); In re

Corrugated Coniainer Antitrust Litigation, 756 F2d 411

(5th.Cir. 1985)137; 4 Cintech Indus. Coatings, 85 F.3d 1198,

1999 (6th Cir 1996); /n re Chicken Antitrust, 560 F. Supp.

943 946, (N.D. Ga. 1979); and In re Vitamins Antirrust Class

Actions,; 342 U.S App. D.C. 26, 28 (2000). Also see the

settlements in the Coke race discrimination, the MP3.com

copyright case and the settlements by Mississippi, Florida
and Texas in the tobacco cases reported by Spier, infra. To

date, other than the Royal Dutch Shell case discussed above,
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Litigation, This Document Relates to: All
Actions, 1999-2 Trade Cas. [CCH] 72,726).
The Manual for Complex Litigation, a
reference manual for judges, gives a balanced
view: "“[MFN] clauses can provide an
incentive for early settlement as well as an
obstacle to later settlement (Manual for
Complex Litigarion 1995, sec. 23.23, p. 182).

The purpose of this paper is to
understand why a defendant who faces
multiple plaintiffs (or a plaintiff who faces
multiple defendants) would adopt an MFN
clause and whether this serves the broader
public interest. The private motives for MFN
clauses in settlement contracts fall into two
broad categories: (1) MFN clauses mitigate
problems of asymmetric information, and (2)
MFN clauses can be used as a tool for
extracting value from future plaintiffs.
These private motives are not perfectly
aligned with the interests of society.

First, T will argue that MFN clauses
economize on delay costs when plaintiffs
have "private information" about what they
are willing to settle for. Plaintiffs who have
weak cases will engage in posturing, trying 1o
convince the defendant that they are strong.
We will see that MFN clauses lead cases
that would have settled on the courthouse
steps to settle early instead (Spier 2003).
While early settlement is socially desirable,
there can be undesirable side-effects of MFN
clauses. In particular, the defendant may
choose a more aggressive settlement strategy
in which more cases go to trial than before.
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early plaintiff receives an additional payment.
The less obvious route is that the early
plaintiff’s  incentives  for  information
revelation can be enhanced by the potential
for a future payment, so that the defendant
can resort to trial on a less-frequent basis.
Using a signaling model, we find that the
repeat player (the defendant) is indifferent
about the MFN, while the later plaintiff is
always worse off when an MFN constrains
her settlement bargaining with the
defendant.  Although MFNs can never
provide a Pareto improvement in this model,
we demonstrate that plausible circumstances
exist under which total surplus 1s increased by
an MFN.

Andrew F. Daughety & Jennifer F. Reinganum, Exploiting
Future Setilements: A Signaling Model of Most-Favored-
Nation Clauses in Settlement Bargaining, Depart. of Econ.
and Law School, Vanderbilt Univ., Working Paper No. 221,
Oct. 2002. The authors then conclude that the use of MFN’s
have important considerations for judges in that they do not
promote equitable solutions:
What guidance can these models
provide for a judge who must decide whether
to permit and/or enforce an MFN?7 If a
judge’s primary concern is with reducing

expected trial costs, then both of these models
suggest that MFNs are likely (though not
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the “Tit for Tat” trigger strategy use to punish prior defectors
used successtully in the iterated Prisoners’ dilemma. While a
lead plamtiff player using the MFN knows that it will result
in a lead to a less than Pareto optimal settlement, it protects
the lead plaintiff this time aroﬁnd form embarrassment, and
acts as punishment to the opt-out institution to deter opting-
out or the lack of cooperation next time around. All
assumptions being equal, including the relative bargaining
poveer, this tool should lead to smaller multiples achieved by
future opt-outs.

V. CONCLUSION

This discussion draft attempts to predict whether an
institutional investor would be well advised to opt out of
securities fraud class actions, in the future, because of the
high multiple earned by opt-outs in the short, but recent
experience of the last few years. While the unique
circumstances of most cases were not considered, game
theory, and, especially those games involving repeat players

such as the iterated-Prisoners’ dilemma, would appear to

RIFEVAR]
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able to jump into the game, such as in those few situations
where securities fraud class cases cannot be consolidated and
paraliel su'ﬁs -compete, or where the repeat players
(institutional investors) remain on the sidelines in the lead
plaintiff battle, Pareto optimal results will not follow. In such
circurﬁstances, the use of the MFN by the non-repeat player

is not punishing defectors. It is simply a defection optimizing

-the recovery of the early settler at the expense of the latter

settling player When used by a weak, first time or non-repeat
class plaintiff in competing class actions, courts might
scrutinize the class action settlement. The refusal to approve
the use of an MFN in such circumstances may be in the
interests of justice to allow opt-outs (or the competing class)
to seek higher returns unhindered by suspect bargaining and
“tied to the mast” pressure at the expense of Pareto
optimality.

If institutional investors remain involved in securities
fraud class actions, the above models predict that they will

recognize each other as repeat player, that MFNs will be

186737 V3
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Public Pension Fund Class Action Evaluation Threshold Levels
Reinhart Boerner Van Deuren s.c.
October 2008

Most public pension finds that have securities litigation policies include a dollar loss
threshold which triggers evaluation of how to best manage loss recovery efforts when the
fund has a substantial interest in a case. Threshold amounts vary substantially from one
fund to another and reflect a balancing of the expected costs and benefits associated with
case evaluations. Factors that influence the loss level at which a fund is willing to
devote resources to reviewing a case can include:

* The amount of additional recovery that it views as significant enough in the
context of the fund's total assets to merit potential devotion of several hundred
staff hours to case management time as an active litigant:’

e Staffing levels and competing responsibilities that would be affected by time
doing case evaluations and follow-on activities; .

* In-house expertise in case evaluations and any related costs associated with
external resources used for conducting reviews;

* The fund's experience and success in improving recoveries as an active litigant;

* Appropriateness of applicable counsel procurement and contracting procedures to
contingency fee litigation;

* Risks that the fund's ability to effectively serve as a fiduciary in selecting counsel,
negotiating fees and overseeing the case would be compromised by other factors.

A limited survey by Reinhart of public pension fund securities litigation policies that are
available on the internet found significant variation in threshold levels between funds.

Pennsylvania School Employees (369 billion) 325 million
State of Wisconsin Investment Board (392 billion) $20 million
Michigan State Retirement System ($68 billion) $10 million
Ohio State Teachers Retirement System ($78 billion) $10 million
Marin County California ERS (1.5 billion) $10 million
California State Teachers Retirement System ($176 billion) $5 million
California Public Employees Retirement System (8255 billion) $2 million
Los Angeles County ERA ($42 billion) $2 million
Towa State Employees Retirement System ($24 billion) $1.25 million
State of Illinois Universities Retirement System ($17 billion) $1 million

! Thresholds do not necessarily represent the level at which a fund would seek to become a lead plaintiff or
fill a separate case. They only trigger a closer evaluation of how the fund's claim should be managed.

* Note that this is not the fund's threshold amount. Instead, it is the portion (usually 10 — 20%) of the loss
threshold amount which represents an estimate of how much the fund's recovery could be increased by
taking an active role in the case. Funds vary in regard to how conservative or aggressive they are in
estimating the effect they could have on improving case recoveries. Case recoveries have generally
averaged less than ten percent of losses.
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KENTUCKY EDUCATION
ASSOCIATION

TO: Jack Conway, Attorney General, as Chair of the Securities Litigation Subcommittee
Members of the Securities Litigation Subcommittee

FROM: Mary Ruble, Attorney, Kentucky Education Association {“KEA")
Elise Mohon, KEA
Martha Moore, KEA

RE: Recommendations for Securities Litigation policy changes at KRS and KTRS

DATE: October 22, 2008

Dear Chairman Conway and Members of the Subcommittee:

As we all know, the charge of this Subcommittee was to review the Securities Litigation policies of KTRS
and KRS and make recommendations for change, if any. After reviewing the current policies of the
respective retirement systems and reflecting on the various testimony proffered to us, the Kentucky
Education Association does believe that “best practices” in securities litigation require some changes be
made. However, we hasten to add that those changes do not require legislative action; rather, they can
be accomplished through amendment and adoption of more specific internal policies by the Board of
Trustees of each fund.. Generally, the methods currently used by KRS and KTRS to monitor securities
litigation and to identify claims seem to be working well. In most cases, passive participation as a class
member is wholly appropriate and cost efficient. There has not been any evidence offered to suggest
that any claims have been missed or that either of the pension funds has left any significant money “on
the table” as a result of their management of these claims. Therefore, in consideration of the charge of
this Subcommittee, and in light of best practices, KEA makes the following proposals for consideration
by KTRS and KRS in drafting revisions to their respective internal policies:

1) Establish a specific dollar amount of loss that will trigger consideration of lead plaintiff status.
For instance, when losses in a securities fraud case exceed $20 million, policy could require
General Counsel to consider moving for lead plaintiff status.

2) Establish an independent “evaluation counsel panel” consisting of three (3) or more outside law
firms with expertise in analysis of securities claims who have been approved by the Board for
each fund. Firms should be screened to insure no conflicts of interest. Cases that meet the
threshold amount for consideration of lead plaintiff status must be referred to @ member of the
evaluation counsel panel for review.

3) Upon completion of outside review, evaluation counsel shall make a recommendation to the
General Counsel and the Investment Committee or its equivalent. The Investment Committee
shall determine a course of action and shall report its decision to the Board. The Board shall
make the final decision regarding active participation by the fund as lead plaintiff in any case.

Legal Services
401 Capital Avenue
Frankfort, KY 40601
1 502/875-2889 or 1 800/231-4532
Fax:1 502/227-7985
Internet: www.kea.org




None of the firms that act as evaluation counsel shall be eligible to represent the fund in any
subsequent litigation that may be pursued.

When losses in a securities fraud case do not meet the threshold amount to require
consideration of lead plaintiff status, General Counsel of each fund may consider the following
alternatives to passive participation as may be appropriate: A} participation as co-lead plaintiff;
B) opting out and filing a separate claim; C) actively monitoring the progress of litigation by
formally entering an appearance in the action, or; D)} any other appropriate method of
heightened participation. Cases in this category may be referred to evaluation counsel for
analysis.

Establish a dollar amount of loss for which passive participation as a class member is always
appropriate, except in extraordinary circumstances. For instance, policy could state that passive
participation is always appropriate for losses less than $5 million.

Each Board shall establish a pre-approved panel of securities litigation counse! consisting of at
least three {3) firms experienced in federal securities litigation. KTRS and KRS shall insure that
none of the selected firms have any conflicts of interest. Participation of each firm on the panel
shall be approved by the Board.

In order to guard against “pay for play” conflicts, members of the evaluation counsel panels and
the litigation counsel panels shall not have contributed, directly or indirectly, to the political
campaigns of any candidate for statewide constitutional office or to any legislative candidate in
Kentucky for at least three (3) years prior to inclusion on the panel. Individual attorneys and
firms on the panel shall agree not to make such contributions as a condition of their active
participation on the panel(s).

Respectfully submitted,

i

2N

Mary W. Rible, Attorney
Kentucky Education Association

Elise Mohon, Member
Kentucky Education Association

N

AV N

Martha Moore, Retired
Kentucky Education Association




ADDENDA 10



ADDITIONAL COMMENTS OF THE ATTORNEY GENERAL
AND GENERAL COUNSEL TO THE GOVERNOR

In addition to those points agreed upon by the subcommittee the Attomey General and
General Counsel to the Governor submit that the office of the Attorney General should take a
more formal role in certain aspects of the litigation process. While the enabling statutes for both
KRS and KTRS permit the Office of the Attorney General to be an advisor and representative of
the systems this has been significantly underutilized to date.

It is the position of the Attorney General and General Counsel to the Governor that the
Attorney General should take an active role in the selection of litigation counsel for both
systems. The Office of the Attorney General brings with it expertise in the selection of qualified
outside counsel and working with outside counsel in complex litigation. This relationship would
in no way compromise the attorney client privilege or other confidentiality protections otherwise
available under the law. The Attorney General also believes that his office should take an active
role in the evaluation of cases presented to the retirement systems’ boards where the minimum
threshold 1s met or in cases where the boards or their evaluation counsel deem it necessary to
evaluate a matter for active litigation when the threshold is not met. Finally, it is the position of
the Attorney General that other experts throughout state government could provide valuable
information to the retirement systems in the evaluation process and the retirement systems
should seek out this assistance where doing so would not endanger the confidentiality of

information used in the decision making process.
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KENTUCKY RETIREMENT SYSTEMS
Perimeter Park West
1260 Louisville Road
Frankfort, Kentucky 40601

Kentucky Employees Retirement System Robert M. Burnside
County Employees Retirement System Executive Director
State Police Retirement System Phone 502-636-8800

Fax 502-696-8822
www kyret.com

October 31, 2008

Jack Conway

Kentucky Attorney General
The Capitol, Suite 118

700 Capitol Avenue
Frankfort, KY 40601-3449

RE: Comments on the Report of the Subcommittee on Securities Litigation
Dear General Conway:
Please include this letter as an addenda to the report of the Subcommittee on

Securities Litigation. Kentucky Retirement Systems has implemented or is in the process
of implementing the following best practices in regard to securities litigation:

1)  Compliance with Fiduciary Duty

Pension funds recognize that they have a fiduciary duty to take reasonable
steps to enforce legal claims associated with trust fund assets. (See
Restatement of Trusts, 2d, § 177.) In order to determine what constitutes
“reasonable steps” in regard to securities fraud claims, most public
pension funds have adopted policies that identify the costs and benefits
associated with pursuit of securities litigation and establish a process for
analyzing cases in which they have a claim.

2)  Claim Filing and Monitoring

In Addenda 4 to the report, Everything You Always Wanted to Know about
Securities Litigation but Were Afraid io Ask, by the Council of
Institutional Investors (CII), CII notes that “pension fund fiduciaries are
required to monitor securities litigation and pursue recovery when
securities actions are settled or judgments are awarded.” It notes that
custodians are well-placed to be able to identify cases where funds are
eligible to submit proofs of claim to participate in case recoveries. Funds
generally use third party service providers, securities counsel or (for larger
funds) internal staff to monitor when new cases are filed, determine
whether the fund is a member of the putative class and estimate the funds
losses.

AN EQUAL OPPORTUNITY EMPLOYER M/F/D




3)  Threshold for Considering Active Participation in Specific Cases

In Addenda 4, CII reports that most funds typically require that the
estimated recovery exceed a specified dollar threshold for the fund to
evaluation whether it should play an active role in the litigation. The
threshold usually reflects a cost-benefit analysis based on consideration of
the fund’s size, available resources for managing litigation, potential
conflicts of interest and an evaluation of the benefits from active
participation. KRS’ independent review counsel has surveyed public
funds and determined that, while thresholds vary considerably from one
fund to another, most fall within the $5 million to $20 million range.

4)  Evaluation of Cases for Active Participation

In Addenda 4, CII lays out criteria developed by NAPPA that are
generally used by public funds in evaluating cases that meet their
threshold. They include things like strength of the suit’s legal grounds,
amount of legally recoverable damages, sources of recovery, potential
conflicts with other class members and whether active participation would
be likely to add significant value to the outcome. A summary of the
criteria is included in Addenda 4.

5)  Case Evaluation Process

Public funds generally either use independent review counsel to evaluate
cases, conduct the evaluations with internal legal staff, or rely on
plaintiffs’ bar law firms to advise on evaluation of cases which appear to
meet their threshold. Some funds that use independent review counsel
preclude that firm from serving as litigation counsel in order to avoid any
incentive to skew advice toward the firm’s own financial interests.

6)  Active Case Participation Options

In Addenda 4, CII lists a number of options that were identified by
NAPPA for active participation. They include filing to become lead
plaintiff, passively monitoring a case, supporting another sophisticated
lead plaintiff’s candidate, filing a separate opt out case in state court or
obtaining an agreement from lead plaintiff to permit the fund to participate
in or actively monitor key parts of the case.

7)  Decisions on Active Management and Selection of Lead/Litigation
Counsel.

Other public funds use different processes for making the decision on
whether to pursue an active strategy (e.g., file to become lead plaintiff or




file a separate opt out case) depending on applicable laws and delegated
authority. CII identifies the following as best practice:

¢ Describe the process in the fund’s policy;

¢ Establish a written record to justify the basis for the decision;

* Include independent participants in the process to protect from
political influence.

8)  Negotiation of Fees.

The National Association of Public Pension Attorneys (NAPPA) identified
arms-length negotiation of a contingency fee agreement as part of the
counsel selection process as best practice. This maximizes the client’s
ability to negotiate the best fee and helps to avoid later misunderstandings
or fee disputes. Because the most favorable fee levels and structures will
vary from one case to another (depending upon size of the expected
recovery, strength of the claims, reputation of defense counsel, etc.), best
practice is to solicit proposals from several firms in order to “test the
market price” when negotiating a fee agreement for each case.

9)  Process Integrity

Best practice in regard to ensuring that the litigation counsel selection
process at public funds meets ethical standards is evolving. Current best
practices have been set by recent adoption of prohibitions in California
and New Jersey on retention of law firms that have recently made
substantial political contributions or provided gifts to public officials with
authority over the pension fund. This is intended to protect integrity of the
fund, avoid potential challenges during court approval of lead counsel and
preclude related problems.

10) Review of Settlements

Best practices include several public funds that regularly review class
action settlements for above market legal fees.

11) Reports and Audits.

Best practices identified by NAPPA include regular reporting of
recoveries and status of active participation in litigation to the supervising
fiduciary (and public, if not confidential or privileged). Periodic audits of
the custodian or other claims filing agent are also recommended.

If you have any questions or concerns regarding the above comments, I am happy
to speak with you. It has been an honor and a privilege to serve on this subcommittee.




Kentucky Retirement Systems appreciates the work done by the members of the Pension
Working Group, its subcommittees, and the Governor.

Sincerely,

- \) / .
@0 [l /W
Eric Wampler
General Counsel

C: Members of the Subcommittee:
Mary Ruble
Tad Thomas
Beau Barnes
Ellen Hesen
Elise Mohon
Martha B. Moore

Kentucky Retirement Systems:
Mike Burnside

Adam Tosh

Jennifer A. Jones
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October 31, 2008

Attorney General Jack Conway
The Capitol, Suite 118

700 Capital Avenue

Frankfort, Kentucky 40601-34489

VIA HAND DELIVERY

RE:

Addenda to the Report of the Subcommittee on Securities Litigation

Dear Attorney General Conway:

Please include this letter as an addendum to the Report of the Subcommittee on Securities Litigation. In
addition to the remarks contained in the Report, the members of the Subcommittee representing KEA
wish to make the following points:

1)

As indicated in the Report, there was no evidence presented to the Subcommittee to indicate
that the methods currently used by KRS and KTRS to monitor and respond to securities litigation
were inappropriate in any way or have caused any undue losses to the members of either
system. Since the practices in place are apparently working well, the KEA members of the
Subcommittee believe there is no need to dramatically overhaul these structures. Clearly, the
respective Boards and General Counsel are fulfilling their fiduciary duties to their members and
we have every reason to believe that will continue to be the case. However, we do believe it is
important that each system have written securities litigation policies reviewed and approved by
their respective Boards, and we commend KRS and KTRS for the steps they have already taken
toward that goal.

KRS 61.645(11) and KRS 161.370{1) currently grant the Attorney General the power to act as
advisor to the respective Boards of the retirement systems. Traditionally, the AG’s office has
not fully exercised that option. The KEA members of the Subcommiittee encourage the OAG to
exercise the advisory authority granted to it by statute, as we believe doing so will enhance
communication between the agencies and will provide the retirement systems greater access to
the legal expertise available within the Office of the Attorney General. The respective Boards
should certainly consult with the AG as they deem appropriate, and should consider the advice
received during those consultations when exercising their final decisionmaking authority on any
particular issue.




3)

Notwithstanding our opinion in paragraph 3, we note that during our deliberations, Attorney
General Conway stated that the OAG has not historically had, and does not currently have, a
Securities Litigation section. It also does not have the resources to establish a section for this
purpose. Therefore, although the AG can certainly offer assistance to the respective Boards by
generally assessing the credentials, fee structures and litigation strategies of outside counsel
that may be retained by the retirement systems, it is not in a position to offer legal advice with
regard to the specific issues that arise in the highly specialized area of Securities Litigation.

There was no evidence offered to the Committee to suggest that there is any other expert
anywhere in Kentucky state government that could provide valuable information to the
retirement systems with regard to any aspect of securities litigation. If those experts are
available, we encourage them to identify themselves to the retirement systems so they may be
consulted by the respective Boards as may be appropriate.

Finally, and most importantly, the KEA members of the Subcommittee believe it is imperative
that the respective Boards of the retirement systems retain final decisionmaking authority with
regard to retaining outside counsel! for any purpose. Although it may be appropriate for the
Boards to seek advice during that process, ceding their authority to any third party would clearly
be a violation of their fiduciary duties.

We appreciate the opportunity to serve on this Subcommittee.

Sincerely,

Mary W. Ruble, Attorney
Kentucky Education Association

Cc: Gov. Beshear, via hand delivery

Members of the Subcommittee, via e-mail
Rob lones, via e-mail

Tad Thomas, via e-mail

Dana Mayton, via e-mail

Greg Haskamp, via e-mail




