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THE CLERK:
Software, Inc., et al .

5

7

Notice that was placed with Business Wire.

8

with that?

11

-

~

,

,
;
;

There are a couple of issues that I

have to take up with you .

10

,•

civil Action No . 96 - 10544 .

6

9

,
,-,

THE COURT:

Lawrence Greebel, et aI , VS. FTP

MR. DONOVAN:

The first has to do with the
what is wrong

Your Honor, John Donovan for the

defendants.
This is the first test, your Honor , of one of the

12

most important provisions of the new Securities Litigtion

13

Reform Statute .

14

within 20 days of the filing of the case, so that

15

prospective class members are informed of it, and have the

16

opportunity to seek to be appointed lead plaintiff .

17
18
19

That statute requires Notice to be sent

Here it is kind of curious.

It is one of the

first cases that I have under this statute .
When the case was filed, 20 days elapsed, and I

20

was surprised.

21

York Times, Investors Daily , the Boston Globe .

22

find anything .

23

News Service, Reuters , AP .

24
25

I looked in The Wall Street Jornal, The New
Couldn't

Dow Jones News Retrieval Service , Dow Jones
Nothing .

So I became intrigued.

Where is this Notice, and

what was done to distribute it?

1 086

2
It turns out that what was ultimately done in

1

2

purported compliance with the satute was that the

3

plaintiff's law firm distributed a press release.

4
5

through Business Hire .

6

word.

7

10

HR. DONOVAN :

11

THE COURT:

l'

Right.

cutting right to the chase, if

Business Wire is not a computer service, what is it?

MR. DONOVAN:

It is a conduit to wire services .

14

It describes itself as a "means of disseminating things to

15

wire services , " but that does not , in my view, amount to

16

causing to be published on a wire service.

19

,

The legislative history says,

electronic, or computer service."

18

,

THE COURT :

9

17

,

The clear intent is to secure broad wire circulation .

"Publication includes a variety of media, including wire,

13

,

The statute contains an interesting

8

12

i

Now, a mode of distributing press releases is

THE COURT:

It's like sending out a release to the

Associated Press.
MR. DONOVAN:

Exactly right.

20

doesn't carry it.

21

don't have national circulation.

22

You don't have wide circulation .

THE COURT:

You

Wouldn't that be sufficient, if you

23

sent it to the Associated Press?

24

MR. DONOVAN:

25

The Associated Press

I don't think so, your Bonor,

because that subverts the purpose of Congress.

l08j

3

1

The purpose of Congress was to make sure actual Notice

2

occurred .

3
4

What they were contemplating, I believe, your
Honor, in that language

5

THE COURT:

saying, if it doesn't get publi.s hed in the Globe, it doesn't

7

happen?

9

,

you're

6

~m.

8

,•

with no disrespect -- Okay?

DONOVAN:

I am saying, if it doesn't get

published in a widely circulated, national, business-

10

oriented publication or wire service , it doesn't comply .

11

And that means -- what Congress meant was -- publish it in

12

The Wall Street Journal, get it on a news service or

13

something that is going to be carried, but don't put it

14

somewhere where, to find it, a prospective class member has

15

to go looking for it .

16

wire.

17
18
19

That is what happened to Business

THE COURT :

But it says, "wire, electronic or

computer service ."
MR. DONOVAN:

Right.

And I think what Congress

20

intended by that was when the Information Super Highway has

,

21

devices that are reasonably calculated to secure wide

22

circulation and actually reach the intended audience, then

i

23

that will comply.

24

not a wire service.

25

how they describe themselves.

,,
i

,

I•

But a distributor of press releases is
That is what Business Wire is.

That is

They describe themselves as

lO!JU

4
1

the organ for potential news sources to distribut

2

information to wire services .

3

wire service.

4

They are not themselves a

The result is, as I say , the proof is in the
It didn't show up on a wire service.

When Dow

5

pUdding.

6

Jones News Retrieval Service picked up the press release ,

7

they published:

Lawsuit filed .

8

last paragraph:

And you have 60 days.

9

is this.

10

happen.

They didn't pick up the

And all the other things that Congress meant to

That didn't happen here .
Now, I think it is clever.

11

And the class period

12

way to do it .

13

statute was to make sure we have actual access to it, and

14

that didn't happen.

15

But it doesn't comply .

It is an interesting

The objective of the

I think that wire service means get it not only on

16

AP, but cause to be published, which means that AP or

17

Reuters actually produces it, or Dow Jones.

18

happen.

19
20
21

That didn't

Congress meant to have a Notice that people were
going to see.
The wire service language in the statute, and that

22

one sentence of legislative history, was intended to make

23

sure they wouldn't have to go back and amend the statute

24

later when some kind of electronic media distribution

25

sources work to secure the intent Congress had.
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5
1

If you look at the statute, the words:

2

circulated, nationally and business oriented" modify both

3

the word "publication" and the words "wire services."

4

disjunctive.

5

is not sufficient.

hold for the first time of anyone interpreting this statute

B

that merely distributing a press release is sufficient,

9

that, I submit, will not be what Co ngress intended to
happen.

THE COURT:

11

12

14

;

•

,,
,;

When yo u say if I hold f o r the first

time, is there a case that holds differently?

13

~

If you

7

10

i

It's

So, merely giving it to a press release agent

As I say, the proo f is in the pudding.

6

,

"widely

MR. DONOVAN:

There is no case that has

interpreted this statute yet at all.

15

THE COURT:

16

I thought you were implyng I'd be going against

17

At all?

the tide.

18

MR. DONOVAN:

19

Honor, you're going to start it.

20
21
22

THE COURT:

No.

Whatever the tide is, y our

That is all right.

It makes the job

fun.
MR. DONOVAN:

Right.

In effect, you will be

23

holding that the plaintiff's bar, which Congress was trying

24

to stop from being a race to the courthouse and keep cases a

25

secret and control them, will be able to work with just a

1092

6

1

press release .

2

intended.

Now, I don't think that is what Congress

I don't fault the plaintiffs for doing it.

3

4

know these lawyers.

They're the class action bar.

5

their job to try and do this kind of thing .

6

think it complies.

You

It's

And I don't

And, if you hold that it does, then it means that

7

8

plaintiff's lawyers will be able to simply put out a press

9

release no one will ever see .

10

THE COURT :

Let me ask you a practical question,

11

which I am prone to do.

12

said to them, "Okay .

13

then come back in 30 days, and then we will do it again?"

15

I would say, "Too late .

They blew

it."

16
17

Take out an ad in the Boston Globe and

MR. DONOVAN:

14

Suppose I ageed with you, and I

THE COURT:

So, in other words, there can't be a

lawsuit?

18

MR. DONOVAN:

Right , your Honor.

19

Oh, there can be a lawsuit.

There can be a

20

lawsuit by Mr . Greebel .

21

making choices, and the choice here was to publish a press

22

release in a manner that I submit was not proper .

23

THE COURT :

But there are consequences for

Where in the statute does it say, "if

24

they didn't do it exactly right in the first place," since

25

there is no precedent one way or the other?

1093
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1

MR. DONOVAN:

2

THE COURT:

3

out?

It says "shall."

I know, but how does it mean they are

Why can't I tell them to do it by next mo nth?

4

MR . DONOVAN :

Because the statute says they shall

5

within 20 days cause to be published, and they didn't.

6

are noncompliant.

They

7

THE COURT:

8

HR. DONOVAN :

9

The whole purpose of the Congress in this Private

10

Twenty days of what?

Filing the lawsuit.

Sec urities Litigati on Reform Statute --

II

THE COURT:

But why can't I determine that they

12

did file, but that, in order to clearly meet the provisions

13

of the statute, they should make a more expansive Notice?

14

Then they would do so, and then we would have a hearing.

15

MR. DONOVAN :

16

THE COURT :

17

I said :

I can't agree with that, your Honor .
I am not asking you to agree with it.

Why can't 11

18

MR . DONOVAN :

Because I don't think that complies

19

with the statute either .

20

purport to give you discretion.

21

something.

22
23

THE COURT:

It doesn't

It requires them to do

If you are right, then the plaintiff

can't ever have a lawyer.

24
2S

The statute is strict .

MR. DONOVAN:
case.

No, the plaintiff can have his own

Be just can't be a lead plaintiff for the class.

1094
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1

The question is whether we have a case for Mr.

2

Greehel, with his own lawyer, and whether we have any

3

followers.

He cannot be a leader, so he can't have

4

followers.

But he can have his own case .

5

statute says .

6

The result of him failing to do what the statute requires is

7

a disqualification from being what the statute nominates him

8

as.

It requires him to do something.

THE COURT :

9

That is what the
He didn't.

And I have no discretion to recognize

10

this as a first-time-out situation and recognize that,

11

although it may be a close question -- I don't even suggest

12

it is -- but it may be a close question, so, to make it

13

clear , I am going to follow your suggestion and have a more

14

expansive publication.

I don't have discretion to do that?

15

MR. DONOVAN :

I'm not going to argue you do, your

16

Honor, no.
THE COURT :

17

18

court.

19

for me .

20

be tried.

We'd like to only try this case once, if it has to

MR. DONOVAN:

I think the word "shall" means

something.

23

THE COURT:

24

MR. DONOVAN :

25

You are an officer of the

This is the first time for you and the first time

21
22

All right.

discretion.

It always means something.
And I think it does not give you

It compels them to jump through procedural

109<i

9
1

hoops of the statute .
THE COURT :

2
3

That will make it very quick.

4

Who wants to argue?

5

~ffi.

6

Sanford Dumain from Milberg Weiss ,

Let me start with, if r may, a very simple

8

proposition, and that is Mr. Donovan's argument is factually

9

incorrect.

10

Apart from all his legal arguments, with which I

11

don't agree, the fact is, and we have submitted this with

12

our reply papers , the press release we issued over Business

13

Wire was picked up by Bloomberg New Service, which is as

14

widely disseminated a business-oriented service as there is

15

today in the United States.

16

;

DUMAIN :

your Honor.

7

,•

Maybe the plaintiff agrees with you.

On March 18th at 11:08 they ran the press release,

17

virtually verbatim, and certainly included all the

18

requirements that are needed to be there under the statute .

19

That is Exhibit C to our reply papers.

20

THE COURT:

21

MR. DUMAIN:

Yes.
So the factual premise that this

22

didn't get out there simply is not true, and, in fact, we

23

have gotten inquiries from class members in response to the

24

Notice that we published.

25

is the first thing.

And the world does know.

So that

1090
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1

As far as his legal argument is concerned, it is

2

hard to imagine what Congress meant when they said that

3

Notice can be disseminated over a widely-circulated national

4

business-oriented wire service, if this isn't it.

5

And I would also note, as we pointed out in our

6

reply papers, FTP itself often disseminates its news over

7

Business Wire .

8

material to announce and they send it to Business Wire that

9

they're trying to hide it.

10

It can't be when they have something

And it is just a nonsensical

argument to me, your Honor, that this is not in compliance.

But, as a practical matter, it was picked up by

11

12

Bloomberg; and, as a second practical matter, regardless of

13

whether I agree with his argument about whether Mr. Greebel

14

can be a lead plaintiff , we have made a motion on behalf of

15

three people.

16

Our plan is to file a Consolidated Complaint with

17

all three names being in it.

18

the two plaintiffs who have not yet filed a lawsuit cou ld

19

file a lawsuit and publish Notice, even if your Honor were

20

to agree with Mr. Donovan's argument about Mr. Greebe1.

21

THE COURT:

22

MR. DUMAIN:

23

THE COURT:

24
25

The worse that would happen is

Why don 't we stop here for a moment?
Sure.
Do you want to respond to this

portion?
MR. DONOVAN:

Yes, your Honor.

1091

11

Bloomberg, first.

1

2

pay for it, your Honor .

3

not a wire service .

4

THE COURT :

5

HR . DONOVAN:

6

THE COURT:

7

if you buy it .

8

cable.

9

You only get Bloomberg if you

It is a subscriber service .

It is

You only get the Globe if you buy it.
Hel1 -You only get The Wall Street Journal

You only get CNN if you subscribe to the

MR . DONOVAN:

The ordinary shareholder investor

10

cannot pick up Bloomberg.

For example, my computer, and it

11

has Lexis/Nexis, Dow Jones, and everything else, I can't get

12

Bloomberg .

I can't find that .
If you don't pay for it , you don't get it.

13

14

an expensive service to pay for .

15

professional investors may have , but not other people .

16

disagree with that entirely .

17

THE COURT:

That's

That is something that
So I

Isn't one of the purposes of this

18

statute, to have the professional investor be the lead

19

plaintiff -- in other words , so that it is the

20

institutional investor th a t has control over these lawsuits,

21

people with a bigger stake , not some guy that bought one

22

share and now races to the courthouse first?

23

target?

24
25

MR . DONOVAN :

Isn't that the

Exactly right , yur Honor .

But that

is where the argument seems to me to cut my way , because the

1090
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1

ability of a plaintiff who distributes a press relase to

2

"cause" a wire service or other pUblication to publish his

3

notice relies entirely on serendipity .

4

If you put out a press release through Business

5

Wire, the potential that Bloomberg or Dow Jones or anyone

6

else, that a private investor or a professional investor

7

will actually pick it up is , as I say, entirely

8

serendipitous .
THE COURT :

9

10

the statute?

11

investor?

Is it the universe or is it the sophisticated

12

MR . DONOVAN :

13

THE COURT :

14

MR . DONOVAN :

15

Well, what is the desired target of

It's the universe .
Where does it say that?

It says it right on Page 2 of the

Confrence Report of the Legislative History .

16

THE COURT :

17

MR . DONOVAN :

Read

it to me .

I don't have it with me, but it is

18

the amendment that was filed that included this language ,

19

filed by Senator Boxer, and she is quoted at the time as

20

saying :

21

dissemination .

22

This is intended to secure the broadest possible

THE COURT :

The Senate Committee Report says :

23

·'The committee believes that increasing the role of

24

institutional investors in class acti ons wou ld ultimately

25

benefit the class and a s sist the Court . M That doesn't sound

1 09 ~

13

1

like what you're saying .

2

"The committee believes that an institutional

3

investor acting as lead plaintiff can, consistent with its

4

fiduciary obligations, balance the interests of the class

5

with the long-term interests of the company and the public

6

investors . "

7

MR . DONOVAN :

Yes .

That was the Senate Report l

8

your Honor .

9

introduced an amendment with the language that we now have

And on the Senate floor Senator Boxer

10

in the statute, and she was specifically addressing the

11

argument that, although institutional investors were

12

presumed during the course of hearings to be the "most

13

adequate plaintiff" that the statute named, that, in fact,

14

the Notice should be as broadly disseminated as possible , to

15

make sure it was not directed solely at them , but that the

16

opportunity to serve as a lead plaintiff would be equally

17

available to professionals and private investors alike.

18

So there was a further tidbit of legislative history beyond

19

the Senate Report that I am referring to .

20

in Senator Boxer's comments when she introduced that

21

amendment to the bill, version of the bill, as it then

22

stood .

23

I am sure it is

The clear import and intent of Congress was to

24

make sure that the dissemination occur in as broad a manner

25

as possible to secure actual Notice and to afford equal

1100

14

1

opportunity to professional and private investors alike to

2

serve as lead plaintiff .

3

To be sure, it then embraced a presumption -- a

4

presumption -- that the prospective plaintiff who appears

5

that has the largest financial stake in the outcome will

6

presumptively be apointed lead plaintiff, but the Notice to

7

secure that, in the first instance, was to be as broad as

8

possible .
As I said, if you distribute a press release , the

9
10

prospect that it will be received either by a private

11

investor or by a public investor is entirely serendipitous .

12

And that does not fit with the cause to be published

13

requirement .
THE COURT :

14
15

MR .

DUMAIN :

17

THE

COURT :

18

MR .

DUMAIN :

19

THE

COURT :

i n the Boston Globe .

21
22

MR .

25

DONOVAN :

Yes .

And on what exchange?
NASDAQ .
Suppose that the publication was made
Would t hat be enough?
No ,

that is not a widely circu l ated,

national, business-or iented publication .

23
24

This is a

stock that is traded nationally?

16

20

Well , let me ask you this :

THE COURT :

Okay .

What are you saying the statute

requi re s?
MR . DONOVAN:

Wall Street Journa l, New York Times ,

11 01

15
1

Investors Daily.

2

THE COURT:

3

~ffi.

4

Those three?

DONOVAN:

That is what I can think of, yes.

Maybe Barrens.

5

THE COURT:

If you are right, why wouldn't the

6

Congress have designated those?

7

f.l.R. DONOVAN :

8

They did, your Honor .

They said:

widely circulated, national, business - oriented .

9

THE COURT:

10

computer services --

11

HR . DONOVAN:

They didn't say that .

No, your Ho nor,

They talk about

that's in the

12

legislative history.

13

THE COURT:

14

You want to go to the legislative history

I understand .

15

sometimes, and sometimes you want to be Justice

16

Scalia, and you don't want to.

17

MR . DONOVAN:

At least he's consistent.

And I'm happy to say, "Don't go

18

either."

I think you can infer the intent of Congress

19

directly from the language of the statute.

20

THE COURT:

21

MR. DUMAIN :

All right.

What else?

The other thing I want to say, your

22

Bonar, is that I know this is the first case in front of

23

your Bonar under the statute , it is the first case I have

24

under the statute, the first case for Mr. Donovan , but there

25

have been a lot of them, and my firm has filed several

110~

16

1

cases; and I think the reason there are no decisions is Mr .

2

Donovan has been the first defendant to come along and claim

3

to have standing even to address this issue .

4

We've had fights in front of Courts for the

5

appointment of lead plaintiff, but it has been among

6

plaintiffs, and in some cases institutions have tried to

7

come in, and there have been battles, and plaintiffs have

8

discussed who is the proper plaintiff.

9

THE COURT :

That is an interesting argument .

10

I mean, it is one thing for you to represent your client .

11

lihere does it say you control who is pitching for the other

12

side?

13

MR . DONOVAN :

14

THE COURT:

15

HR . DONOVAN :

Constitution .

It's a class action .

You're not part of the class .

No, but a defendant is as entitled

16

to adequate representation as the plaintiff.

17

secure a judgment .

18

don't have "the most adequate plaintiff," my judgment is

19

amenable to collateral attack.

20

I expect to

I want to bind everyone to it.

If I

The class action provisions of Rule 23 are

21

designed for both sides, and the adequacy requirement is

22

designed for both sides , and Rule 23 , if you look at it - - I

23

mean, let's stay away from legislative history - - but the

24

note to that talks about the constitutional roots of the

25

class action device, and due process requires that I get the

1103
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1

most adequate plaintiff.

If I don't have standing to, and

2

we have no one else to appear, who does?

3

I don't think that argument carries any weight .

4

THE COURT :

Your argument is an interesting one.

5

I've never heard it before.

6

before doesn't mean it is not a valid argument .

7

~m.

DONOVAN :

The fact I've never heard it

I think there is plenty of case law

8

that says a defendant is entitled to adequate

9

representation.

Under all the jurisprudence, under Rule 23,

10

plaintiffs would come in and say, "What is this defendant

11

doing arguing this plaintiff is inadequate?

12

fox guarding the chicken coop ."

13

occurs in one of the seminal cases .

THE COURT :

14

It's like the

And that phrase, I think,

I've had those arguments made about

15

the inadequacy of counsel , but you are not making that

16

suggestion here .

17

because they are the cream of the crop .

18

You have already given them gold stars

MR. DONOVAN:

I said the lawyers.

I don't know

19

anything about this plaintiff yet.

And that is the curious

20

thing about this statute .

21

process.

22

Mr. Greebel, whom you don't know, on a Complaint we don't

23

really have yet, because we're going to have an amendment,

24

whom we've never seen , deposed, heard from, is not only

25

appointed lead plaintiff because, according to them, he

This statute front end loads the

They're asking you at this juncture to say that
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jumped through the hoops of the statute, but you're also

2

required at the stage of appointing lead plaintiff, to

3

conclude that the nominee, also "otherwise satisfies the

4

requirements of Rule 23(a)."

5

I think that you can defer, and have to.

6

THE COURT:

Nell, why can't I

just for the sake

7

of argument-- let's say I consider that to get over the

8

first hurdle, the matter of the publication, why can't I

9

appoint this law firm, Milberg Weiss law firm, on a

10

temporary basis, in other words, until I have determined

11

whatever arguments there are with respect to class

12

certification and what the class period ought to be, and

13

have a chance to look at everything?

14

thing going, why can't I do it, with the clear understanding

15

that I may revisit it?

16

HR. DONOVAN:

But, just to get the

If you get over the first hurdle, it

17

seems to me that you can do whatever you want without

18

prejUdice to my coming back.

19

clear is that it is without prejudice to my coming back ,

20

because at this stage there is no record, factual record, on

21

which you can conclude that.

22

THE COURT:

The only thing I want to make

I think that is a reasonable argument .

23

Except for the reputation of the lawyers, I don't have

24

anything to go on.

25

MR. DONOVAN:

Right.
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THE COURT :

2

HR. DUMAIN :

What do you say about all that?
I think Mr. Donovan is a little ahead

I agree there is case law that says the

3

of himself .

4

defendants have due process concerns with who is certified

5

as the class representative .

6

is intended to be .

7

That is not what this motion

I think the confusion in the statute comes from

8

some of the arguments that were being made in Congress about

9

whether or not an institution could ever be an adequate

10

class representative because of things like access to

11

information that the average 200-share purchaser doesn't

12

have, and the fact they're subject to unique defenses that

13

most of the class is not subject to.

14

So I think how that got in the statute is in

15

response to the argument that, in the effort to protect

16

institutions, you're creating a situation where classes

17

wouldn't be certified because the defendants will have good

18

arguments to oppose certification.

19

My understanding of what that reference to Rule 23

20

is there for is to give a competing plaintiff the

21

opportunity to argue to your Honor institution X, Y, Z

22

shouldn't be lead plaintiff.

23

THE COURT:

24

MR. DUMAIN:

25

Should?
Should not be lead plaintiff, because

they will never be certified as a class representative.
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I am not standing here suggesting if your Honor

1
2

grants our motion that that ends the inquiry for class

3

certification .

We will make our Motion for Class

4

Certification .

Mr . Donovan will oppose the plaintiff or

5

not, and your Honor will rule; and, after all, class

6

certification rulings are always subject to being revisited,

7

even at the time of trial.

8
9

THE COURT :

The appointment of lead counsel is

always subject to scrutiny .

I am speaking out loud .

10

not being pedantic .

11

cases .

12

lead counsel, just to coordinate the conversation.

I am

We have lead counsel in all kinds of

We have tort cases, and you might pick someone for

13

MR . DONOVAN :

I am not arguing that point .

I am

14

not arguing about who should be lead counselor anything

IS

else .

16

statury requirement .

17

the motion has to be denied.

I am arguing whether this plaintiff complied with the

THE COURT :

18

And my view is that, since he didn't,

Well, the movants ask that I appoint

19

someone as lead plaintiff .

20

counsel.

21

That is how you get lead

I can't appoint lead counsel in the abstract .
MR. DONOVAN :

Well , there is no need to appoint

22

lead counsel, if you don't appoint lead plaintiff, and there

23

is no need to appoint lead counsel when we have one counsel

24

to begin with, and there is no need to appoint lead counsel

25

when we don't have a class here.

11 0;

21
It seems to me all that is premature anyway.

1

I

2

don't have a problem with it, but I have a problem with the

3

compliance of the statute .

4

that has consequences.

5

you have to deny the Notion to Appoint Lead Plaintiff.

6

If that means for the time being there is no lead counsel

7

either, then fine.

8
9

That didn't occur .

And I say

And I think that the consequence is

That follows.

THE COURT:

Nhat about his argument then that he

has got two more plaintiffs in the chute and he can bring

10

them right out and then publish it in he The Wall Street

11

Journal and The New York Times, and whatever the other one

12

is, and we will corne back in 30 days?

13

HR. DONOVAN:

They haven't filed a lawsuit.

So, I

14

don't know.

15

lawsuit, and he has not complied.

16

deal with.

17

is on your plate.

18

would be suspicious if all of a sudden you have plaintiffs

19

coming out of the woodwork under circumstances where I have

20

had no actual notice of the class and, based upon the record

21

we have here, we can't be certain we have actual notice of

22

the class.

23

I know I have Mr. Greebel, who has filed a
That is what I have to

And you have one motion.

That seems to me what

That is what I have to deal with.

MR. DUMAIN:

And I

Actually, in the defendant's papers

24

they concede that the stories were wrong about the lawsuit.

25

In fact, the class members did have notice of the lawsuit.
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And we got calls from a lot of shareholders saying, "1 saw

2

the article about the law suit.

3

the word was out there.

4

What is this about?"

So

And Hr. Donovan is sort of ignoring the road we

5

started to go down about whether or not he has standing,

6

because I still maintain that this statute was set up so

7

that, if there were competing interests trying to run the

8

case from the plaintiff's point of view, the Court would

9

have guidelines to decide who runs it.

10

he has a due process interest in.

11

12

It is not something

If the class was certified , we'd be sending
out --

13

THE COURT:

How about --

I am sorry for

14

interrupting you.

15

argument he makes that right now I don't even have a big

16

case?

17

and you are certainly entitled to represent your client.

18

And that is not an issue.

19

I had this question:

How about the

All I have is one plaintiff, who has got one lawyer,

MR. DUMAIN:

What is wrong with that?

Well, as a practical matter, sitting

20

at my left is Jeffrey Block from Berman, DeValerio & Pease.

21

That firm has not yet filed a case.

22

they have a client who wants to file a case, that they will

23

be filing a case -- either they will be filing it separately

24

or in a Consolidated Complaint.

25

of that Complaint.

They have advised us

Their client will be part

So, in fact, we do have a competing
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1

case .

They are not competing to be Lead Plaintiff .

2

THE COURT :

I am not talking competing .

I said

3

that you are certainly entitled to represent your client .

4

don't have anything else except a single case before me with

5

a single client.

6

HR . DUMAIN:

The statute contemplates that this

7

happens, regardless of how many cases there are .

8

statute, In fact, contemplates that within 90 days of

9

publication of notice that the Court consider the motion .

10

The

It doesn't talk about how many plaintiffs there are .

11
12

I

Congress wanted there to be a Lead Plaintiff,
whether there is one plaintiff or a thousand .

13

THE COURT :

NOw, there is a Lead Plaintiff.

In

14

other words, I think his argument -- and I want you to try

15

to explain to me why it doesn't make sense -- his argument

16

is that I can comply with the statute and say :

17

the Lead Plaintiff, because it is the only plaintiff , and

18

you are lead counsel, because you are the only counsel for

19

that Lead Plaintiff .

20

won't change as the case changes .

21

MR . DUMAIN :

Yes, this is

But that doesn't mean that the thing

There are a couple of answers to

22

that :

One is that I am not sure I understand his argument

23

that way .

24

statute, we can't be Lead Plaint i ff .

25

can be Lead Plaintiff because we're the only one .

He is saying , because we didn't comply with the
He is not saying we
Be is
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1

saying we can't be at all .

2
3

THE COURT :

So we can't represent a class .

He is saying that you can't represent

the class, but that is a different argument .
Right now he's saying you certainly can be the

4

5

Lead Plaintiff in the case as it exists, because there is

6

only one plaintiff, and you are the only one .

7

MR . DUMAIN :

"Lead Plaintiff," as defined in the

8

statute, and everything that goes with it, including

9

representing the class, he is saying we can't do .

10

THE COURT :

But I don't have that issue presented

11

yet, because I don't know what the class is going to be .

I

12

don't know what stockholders fit within what period of time .

13

I can't understand the case as well as you do, but

14

I am thinking of all the kinds of arguments made to me over

15

the years - - whether there is an adequate representation of

16

interests , numerosity -- I am sure you would be able to get

17

over that one -- the idea of who bought the land , who bought

18

before the prospectus went out, who bought after .

19

all issues that go to what the class ought to be and who

20

ought t o be the c l ass repre sentative .
I am asking .

21
22
23
24
25

asking .

Isn't that

Those are

I am maki n g a stateme n t , but I am

so?

MR . DUMAIN :

Those issues go to the Motion for

Class Certification - THE COURT ,

Yes .
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2

if the defendants raise them, but

MR. DUMAIN :

1

that is not what Congress has done with this statute.

3

Congress has said that, in all cases, under Rule

4

23, we're given 20 days after the Complaint is filed, notice

5

will be published, and within 60 days any member of the

6

class who wants to can move to be Lead Plaintiff, and within

7

90 days the Court shall consider the motion.

S

THE COURT :

I am saying I can allow that .

9

think I'm quarreling with you.

I don't

What I am saying is , if I do

10

that, that doesn't mean as soon as we have a hearing on what

11

the class ought to be we don't revisit the whole issue

12

again .

It is not forever .

13

14

MR . DUMAIN :

Certainly .

Things can come up .

I

don't dispute that .
If I were here with one plaintiff, for example ,

15
16

with one movant , with no one else on the horizon , although

17

here there are three movants and Mr . Block's client is a l so

18

on the horizon -- so we're talking fou r -- but i f I were

19

just standing here with one --

20

THE COURT :

21

MR . DUMAIN :

That is a l l I hav e is one , don 't I ?
Ther e a r e three movants and t h e

22

statute s a ys a membe r of t he c l ass can mov e to be Lead

23

plaintiff .

24

time y ou make the motion .

25

being plaintiffs .

It does n 't say you have to be a plaintiff at the
Certa i nly we contemplate them
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THE COURT:

2

MR. DUMAIN:

I think you're right on that.
But if I were standing here with one,

3

and your Honor granted the motion, and during the class

4

certification process Hr. Donovan were able to convince the

5

Court that he was not an adequate representative of the

6

class, certainly there would be a problem in his being Lead

7

Plaintiff for the class .

S

9

10

We're ahead of ourselves, your Honor.

The statute

has a very simple procedure, and we maintain we followed it,

And there is no one with standing to oppose the motion.

11

The only argument he has is that notice was not

12

adequate, but every argument he makes in that regard ignores

13

the language of the statute that says you can do it by wire

14

se rvice.

15

THE COURT:

But, just so I understand what may be

16

obvious to anybody else, Robinson and Crane are movants, but

17

they aren't parties.

18
19

MR. DUMAIN:

Robinson and Crane at this point are

movants

20

THE COURT:

21

MR. DUMAIN:

22

And all his arguments about where we should

23
24
25

But are not parties.
At this moment they are not.

publish it, who knows who reads what?
You're right, the sophisticated investors are the
ones Congress were seeking to protect here, and
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1

sophisticated investors, I guarantee you, all have Bloomberg

2

sitting on their desk and have notice of this lawsuit.

3

Isn't it true that most people who

THE COURT :

4

have this probably have it through a mutual fund?

5

how many individual investors are there?

6

MR . DONOVAN :

I don't think so .

I mean,

I think there are

7

a sufficient number of individual investors .

8

mutual funds and institutional investors probably hold 25 or

9

30 percent of the stock .

10
11

12

13

I think that

This is the kind of security that widows and
orphans buy, as well as the Fidelities of the world .

The problem with Mr . Dumain's argument is he
assumes the result .

I'

THE COURT :

He what?

15

MR . DONOVAN :

16

He assumes that your Honor will rule that

He assumes the result .

17

distribution of a press release is causing pUblication in a

18

widely circulated, national , business - oriented pu blication .

19

A press release just ain't that .

20

THE COURT :

21

have to pay for an ad .

22

MR . DONOVAN :

23

2'
25

Well , the statute doesn't say that you

The statute says, "cause to be

published."
THE COURT :

But it doesn't eliminate a press

release , it doesn't eliminate a press conference?
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MR.

DONOVAN :

2

THE

COURT :

3

HR. DONOVAN :

4

No.

Suppose they held a press conference?
I don't think that is causing to be

published.
You don't think so?

COURT:

5

THE

6

HR. DONOVAN :

No.

It is serendipity that the news

7

services actually publish what you say .

8

to be published.

9

That is not causing

I think what Congress meant is
THE COURT :

10

Well, aren't there statutes , and you

11

forgive me for interrupting you

12

want to ask you the question.

13

MR. DONOVAN :

14

THE COURT :

if I get the thought I

Sure.
Aren't there pUblication statutes, and

15

I am really asking the question, because I don't know the

16

answer, that talk about a requirement that the pUblication

17

be made in an advertisement to be published, like every week

18

or three weeks.

19

statutes are written when they talk about pUblication

20

requirements, which call for a paid ad?

21

on that?

22

I mean, isn't that the traditional way that

MR. DONOVAN:

23

Congress had in mind

24

THE COURT :

25

MR. DONOVAN:

Is my memory wrong

I just don't know .

Somebody tell me.

I think what

Find out .

By analogy, it seems to me Congress
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1

may well have intended :

2

class actions and the same kind of circulation publications

3

as --

4

THE COURT :

5

MR. DONOVAN :

6

,
10

Like a foreclosure.
a state statute would say for

foreclosure or probate or divorce or whatever.

7

8

want the same kind of thing for

THE COURT :

As an example, a forclosure statute,

and, without knowing it, my instinct tells me that there is
a requirement of a certain pUblication for a certain number
of days .

11

MR. DONOVAN :

I bet those statutes say for

12

forclosure caused to be published in a certain area

13

circulation or whatever -- newspaper .

14

THE COURT :

Or employment .

15

Employment Opportunity requirement .

16

things.

We have the Equal
We have those kinds of

17

THE CLERK :

Yes .

18

THE COURT :

Chickie says yes .

19

MR . DONOVAN :

20
21

I wouldn't be surprised if probate,

land court , divorce , will contests , whatever -THE COURT :

My

point is that we have to assume

22

that, if Congress intended it to be paid for, they knew how

23

to write the statute .

24

something brand new .

25

MR. DONOVAN :

I n other words, it isn't like

Oh , I'll bet the statutes on , for
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1

example, matrimonial or probate or wills or divorces, or

2

whatever, I bet they don't say "paper" on that.

3

say "cause to be published . "

4

bet that's true.

S
6

I bet they

It's worth an inquiry, but I

I'm sure what Congress had in mind, your Honor, is
Congress was familiar with the class action device

7

THE COURT:

Today is Wednesday?

8

THE CLERK:

Thursday.

9

THE COURT :

Why don't you get me something on it?

10

HR. DONOVAN :

11

THE COURT :

We'll send you some statutes .

Yes, or some examples .

I'm not saying

12

it is going to be controlling, because I am not going to do

13

anything on this for a few days.

14

hurricane when I go to a wedding in Virginia.

15

HR. DONOVAN:

I am going to run into the

Think about, for a minute, the

16

tableau that Congress was legislating against.

17

familiar with the class action device, and certainly

18

familiar that every day in The Wall Street Journal you can

19

open to the Legal Notices Page or the Third Section, a nd you

20

will find five notices of prospective settlement of a class

21

action.

22

the time.

Those get published in The Wall Street Journal all

23

THE COURT :

24

usually part of the agreement.

25

They were

MR. DONOVAN :

By order.

In other words, that is

Yes, by agreement, because the
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1

judicial gloss on Rule 23(e) is best notice practicable, and

2

people realize that to secure actual notice, which protects

3

a defendant as well as a plaintiff, and make the thing go

4

through and comply with due process, you're going to

5

actually secure actual notice by causing to be published

6

through an ad.

7

But it doesn't say that.

8

order says:

9

Journal five times, or whatever.

10

The typical settlement

cause to be published in The Wall Street

THE COURT :

See, what I think about when you argue

11

is you make a very good point that probably could and should

12

have been made on the Senate floor.

13

Justice says it all the time, "It is a very good idea , but

14

not what the statute says."

15

MR. DONOVAN :

It is like the Chief

Well, I think the statute does say

16

it in the use of three modifiers for the pUblication or wire

17

service requirement:

18

business oriented.

19

widely circulated, national and

A press release doesn't comply with either of

20

those three modifiers to publication or wire service.

21

think the statute says it, as well, when it uses the word

22

"cause."

23
24
25

THE COURT:

Okay.

And I

I think I understand your

position.
MR. DUMAIN:

May I make two brief points to that?

111ii

32

1

THE COURT :

2

~rn.

DUMAIN :

Go ahead .
Bloomberg is enough .

And, if

3

Congress had wanted us to publish it in The Wall Street

4

Journal, they wouldn't put in the words "or wire service" in

5

the statute.

And the other point, which I haven't heard Mr.

6
7

Donovan address, is I am sure when FTP puts something over

8

the Business Wire it is because they think i t is material

9

and they want the market to know about it.

And I can't for

10

the life of me understand how it is okay for them to use

11

Business Wire to announce their good or bad news, and that

12

is sufficient to get word out to the market, when they have

13

obligations under the securities laws to announce material

14

things, and we use Business Wire, and it is not good enough

15

for a statute that says we can use a wire service.

16

THE COURT :

17

you want to answer it?

18

MR. DONOVAN :

That is an interesting question.

Yes.

Do

I don't have an obligation as

19

a condition of filing a lawsuit to get something actually to

20

members.

21

THE COURT:

Oh?

You certainly have an obligation

22

to have an informed constituency.

23

make sure that your shareholders are fully informed.

24
25

MR DONOVAN:

You have obligations to

It's ironic that this comes up in

this context, your Bonor, because the plaintiffs in filing
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1

2

the lawsuit -THE COURT:

I got a case that I just got partially

3

reversed on, which is interesting .

4

of it was affirmed.

5

~ffi.

DONOVAN:

Affirmed -- 99 percent

Well, in fact, Mr. Dumain and I are

6

both in that case, your Honor.

7

THE COURT:

It is an interesting issue that we're

8

going to have to face, and whether you do have to give

9

information within the quarter .

So, in other words, if you

10

do, then the adequacy of distributing that information would

11

be sufficient.

12

MR. DONOVAN:

Actually , in that case it's not

13

likely to be too much of an issue, because it was in a

14

prospectus.

15

THE COURT:

I understand.

But I am just saying

16

that if there is that kind of interim obligation, then it is

17

kind of clear that the vehicle that you choose has to be

18

sufficient.

19
20
21

MR. DONOVAN:

There is no requirement, though,

that I pay for something .
It is interesting.

It is sort of ironic it comes

22

up, because, as you know , the way securities laws work and

23

the way that the jurisprudence under lO(b)(5) developed

24

the plaintiffs use the theory of efficiency and market

25

efficiency for the purpose of making the case, building a
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1

Complaint, and getting a class certified .

2

they have got a case and get a class certified, relying on

3

the market efficiency doctrine, they turn around and run

4

away from it, because the last thing they want argue is

5

market efficiecy, and, actually, assimilating information

6

the defendants consider.

7

But then, once

Well , that's one answer to his question .

The

8

defendant is entitled to rely upon the efficiency of the

9

market and put information out that will be assimilated to

10

market press .

11

press release wire or news services or anything else .

12

And that can happen through Business Wire or

And, in fact, agai n, the proof is in the pudding .

13

What does the press pick up?

We put out something on

14

Business wire .

FTP today announces results

15

are X.

16

announces results were X.

17
18

For example :

News service pickes it up and it says :

FTP today

Plaintiff puts out a two - paragraph -- actually, a
four-paragraph press release :

19

Paragraph 2 :

Today Milberg Weiss sued FTP.

Milberg Weiss has recovered X

20

millions of do l lar for shareho l ders and the wonderful

21

lawers .

22
23

Paragraph 3:

go to court and apply to be Lead Plaintiff .

24
25

Oh , by the way , you have 60 days to

What does the wire service and news service pick
up?

Paragraph 1 .
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1

2
3

They omit Paragraph 2 .

I'm sorry, Sandy .

And

they clearly omit Paragraph 3 .
That's the problem.

There is no guarantee that

4

the information that Congress intended to get to prospective

5

class members will.

6

THE COURT:

7

MR. DONOVAN:

8

THE COURT:

9

MR. DONOVAN:

But, if, in fact, it did?
But it didn't .

What was the name of it?

So, this

Well, he said Bloomberg did.

10

Bloomberg, you have to pay for it.

11

And that is not calculated to reach them.

12

13

THE COURT:

Okay.

I said

That is not sufficient .

I think we're going over the

same ground.

14

I will take it under advisement.

15

But it would be interesting, if you gave me some

16

information on the statute.

17

MR. DONOVAN:

18

THE COURT:

I will.
No.

19

the way the weather is.

20

don't get killed .

21

MR. DUMAIN:

22

with you, your Honor?

23

THE COURT:

24

MR. DUMAIN:

25

You won't be here tomorrow?

I may never get off the ground
I hope I am here on Monday and I

May I raise two additional matters

Yes.
We had stipulated the defendant's

time to respond to the Complaint on file would be extended
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to sometime shortly after today.

2

MR. DONOVAN:

3

~m.

I am not sure what it is.

August 11th.

DUMAIN:

Our contemplation is the following:

4

After your Honor rules -- I don't want them to have to

5

respond to this Complaint.

6

just not sure what the timing of that should be.

7

THE COURT :

I don't think they should.

You know what you people should do?

8

I am really looking forward to this case.

9

how much I enjoy securities cases.

10

I am

You heard me say

what you ought to do is

to forget all of this brush fighting.
I always -- I don't get annoyed, but it is just

11
12

that those who know me well understand what I like to do is

13

get my arms around the substance of the case:

14

hearings.

15

Let's have

Let's have a trial.
But all these procedural squirmishes:

Should it

16

be a round table?

17

You are such good lawyers.

18

and agree on a Complaint that gets the case in motion?

19

your clients a fortune.

20

this is the case.

21

the issues.

22

Should it be a square table?
Why don't you just get together

Save a lot of issues.

This is what it is all about.

You don't even need a Complaint.

23

of the issues.

24

that is satisfactory to everybody.

25

money for your clients.

Save

Just agree
These are

Just a statement

Then we will have a nice discovery order
You will save a lot of

And then you will have the absolute
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1

thrill of trying the case before me , knowing that you have a

2

better chance of only trying it once .

3

the forest as we're trying to get along .
Think about it.

4

5

Think about it .

I give you good

advice all the time .
But you did such a good job in the

MR. DONOVAN:

6
7

So I don't trip in

Digital case.

8

THE COURT:

9

MR . DONOVAN :

I

got reversed.
No.

You got 80 percent of i t right.

10

THE COURT:

11

When I went to college that was a good mark.

12

}ffi.

13

A.

DONOVAN :

That's a B minus.

But here's your chance to go for the

(Laughter . J

14

MR. DUMAIN :

15

make on the timing is

16

object to it or not -- but I still think it might be a good

17

idea if we file an Amended Complaint 30 days from today and

18

let them respond to that Complaint, regardless of how things

19

shake out .

20

THE COURT:

Your Honor, the point I was going to
-- I don't know if defendants would

You want to excuse them generally from

21

having to respond to this Complaint, and then have the

22

understanding that the first filing he will be obligated to

23

make to the Amended Complaint is 30 days after the Amended

24

Complaint .

25

MR. DUMAIN:

Right.

The thrust of my comment is,
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1

if it is okay with the Court, I think I'd like to file that

2

Complaint 30 days from today, even though your Honor has not

3

ruled on the pending motion .

4

MR . DONOVAN :

S

THE COURT :

That is fine .

Just make sure that everybody

6

understands there will be no default for failure of the

7

defendant .

S

9

MR. DONOVAN :

I am just doing arithmetic for

vacation schedules.
We will work it out.

10

MR . DUMAIN :

11

THE COURT :

12

MR. DUMAIN :

13

The other request I was going to make , and I don't

I will leave it up to you .
I am sure we will work it out.

14

know if your Honor would prefer we do it in a written

15

motion , but let me raise it and see how complicated your

16

Honor thinks it is .

17

The statute provides that, if the defendants make

18

a Motion to Dismiss, then discovery is stayed, except that a

19

plaintiff may make a motion to have the stay lifted , "If the

20

plain tiff demonstrates a reasonble basis" - - I am sorry -- I

21

have the wrong section .

22

That , "Discovery is stay ed unless discovery is

23

needed for the preservation of evidence or to prevent other

24

undue prejudice to a party . "

25

My r equest is we be allowed to serve subpoenaes on
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1

non-parties, with the understanding that we can defer

2

production .

3

burden, so that I have to listen to Mr. Donovan's argument

4

about the burden and expense .

I don't want to put the defendants to the

I am afraid of analysts, for example, discarding

S
6

the documents in the normal course of business, not knowing

7

that there is anybody out there that wants them .

e

So, I'd like permission to serve subpoenaes on

9

third parties and defer the production date, and we can send

10

them a cover letter with the subpoena saying , "We will defer

11

the production date .

12

Maybe the defendant would feel the same way.

13

MR. DONOVAN :

14

I have never seen an analyst that

would throwaway documents .

15

THE COURT :

I have.

16

That sounds like an unreasonable thing .

17

just deal with it as a motion.

18

motion .

19

20
21
22

All the time.
Let's

I'd rather deal with it as a

Then it is clear.
MR. DONOVAN :

We will have to talk about it before

we bother you .
THE COURT:

All right.

You are supposed to talk

about it before you file a motion anyway.

23

Thank you for the interesting argument.

2'

MR. DONOVAN :

25

MR. DUMAIN :

Thank you, your Honor.
Thank you, your Honor.

1126

40
1

2
3

(Whereupon court was adjourned.)
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1
2
3

THE CLERK :

Lawrence H . Greebel vs. FTP Sof tware,

THE COURT:

Okay .

Inc.

4

I have this order, which I have

5

just read.

It seems to be in order.

6

this is submitted to me jointly, is that correct?

7

MR. DONOVAN:

8

THE COURT :

9
10

11
12

your way .

And I take it that

That is correct, your Honor, yes .
Why don't I allow it and let you go on

Is there anything else that we should take up

today?

Have I given you a schedule?

Are you on some sort

of schedule?

13

THE CLERK:

14

MR . DONOVAN :

No .

We have submitted a separate

15

stipulation that I think is before you.

16

Complaint was served last week, and called for us to respond

17

with our motion Octoher 11th .

18

THE COURT:

19
20

Their Amended

So , before we even think about any

discovery, we will deal with the motion .
MR . DONOVAN:

We did file yesterday , your Honor , a

21

motion for relief from the provisions of the new securities

22

law, but that is not ripe yet f o r decision , s i nce we just

23

filed it yesterday .

24

THE COURT:

25

MR . DONOVAN :

Tell me that again .
We fi l ed yesterday a r e l ief from the
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1

automatic stay of discovery.

2

to the Securities Litigation Reform Act, but, since it was

3

filed yesterday, it is certainly not ripe for a decision.

It contained in it reference

•

THE COURT:

5

THE CLERK:

I haven't seen it either.

6

THE COURT:

I

7

am glad you brought it to my

attention.

B
9

I am not even familiar with it .

what I intend to do is, if the motion is allowed,
that is the end of it.

If it is denied, I will bring you in

10

and we will fashion a discovery order that I think is

11

appropriate for your case, with your guidance and input.

12

I

don't know what it does to the securities law,

13

but I don't think the new securities law takes my discretion

I.

away.

15

MR. DONOVAN:

No, what the securities law provides

16

in that section is, where there is undue prejudice for the

17

need to preserve evidence, that discovery is stayed while

18

the Motion to Dismiss is pending.

19

THE COURT:

20

Perhaps I

21

a Rule 26 order in this case?

That makes sense anyway.
have not made it clear.

22

MR. DUMAIN:

23

THE COURT:

I

Did we send out

believe not.

Okay.

You don't know this, but in my

24

session we don't do anything until I permit you to do it.

25

So, no depositions, no interrogatories, no nothing until I
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1

give you the green light, and then I tell you what we may

2

do.

3

Usually what I do -- I always do, as a matter of

4

fact -- is, after we decide a response to the motion, I will

5

issue a Rule 26 order, which will require you to exchange

6

all material.

7

chance to assess the material , I will bring you back in and

8

say, "Now that you have the four tons of paper, what else do

9

you really need by way of discovery?"

10

Then, after you have done that, and had a

And I usually find

that there is relatively little left that anybody needs.

11

So , we will do it that way.

12

MR. DONOVAN:

Just to give you a preview of the

13

motion, the one thing we did ask for in particular is that

14

we be allowed to serve subpoenaes on third parties.

15

basis for that request is the fear that third parties, such

16

as securities analysts, who follow FTP, may not know there

17

is an action pending, may have a document that calls for the

18

destruction of the documents, and by the time we are allowed

19

to subpoena them, if we wait until the motions are

20

denied -THE COURT:

21

I don't think there is anything wrong.

22

You can serve a subpoena.

23

when?

24
25

MR. DONOVAN:

And the

what will it say?

Produce it

That is something we'd have to

discuss, your Honor.
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1

THE COURT :

tvhy don't you see if you can work it

2

out?

You are just talking about a depository situation

3

when and if.

4

the order going out now for a time for 90 days from now or

5

something like that.

But I don't think there is anything wrong with

6

When will you file the motion?

7

MR. DONOVAN:

8

THE COURT :

9

October 11th , your Honor .
All right.

Then you can always cancel

it .

10

MR . DUMAIN :

I can discuss the procedure to

11

preserve evidence of third parties .

12

last night .

13

THE COURT:

I haven't seen it either .

14

is right .

15

party to preserve evidence .

17

with Mr. Dumain .

I want to make sure we work it out

I don't want discovery to start .

THE COURT :

IS

It seems he

I don't think by agreement you can get the third

MR. DONOVAN:

16

I only got the motion

I don't want discovery to start

19

either.

20

agree on a joint subpoena, that is the way to have it done .

21
22
23

I'd like to preserve it .

So , if you people can

We will see you when you argue the motion .

Do you

have a date for arguing t he motion?
MR . DONOVAN :

I th i nk the schedule calls for

24

October 11th for our response and provides a 4S - day window

25

for him to reply .

I think ten days after that .
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1

THE COURT:

2

MR . DONOVAN :

3

THE COURT :

It is a

We have not issued an order yet.

Where is it?

6
7

It is before your Honor .

stipulation proposed to you .

4
5

How come we didn't know it?

MR .

DONOVAN :

September 11th, proposed

stipulation.

8

MR.

DUMAIN :

9

MR .

DONOVAN :

Do you have a copy?
I have a copy .

The schedule we

10

submitted calls for a brief or reply or opposition or reply

11

that --

12

THE COURT :

13

MR . DONOVAN :

It is in the proposed order .

I think what your Honor called us in

14

for was discussion of a proposed pretrial order , which had

15

to do with organization of potential multiple cases .

THE COURT :

16

It is not your fault .

Probably,

17

because this is not my courtroom, I can't understand anybody

18

when I am in this courtroom .
I just signed an order that deals with lead

19
20

counsel .

21

Motions to Dismiss .

22
23
24
25

I just read it .

It doesn't say anyt hing about

Where is the othe r one?

Somebody get it for me

now .
MR . DONOVAN:

I handed that up .

been befor e you , that extr a copy.

It should have

6
1

Where is our copy?

2

(Pause.)

3

Okay, that seems reasonable.

And then we will set

4

you down for a hearing sometime the end of December or first

5

part of January.

6

I will approve this.

I am approving that.

Okay?

7

Then we will send out an order that memorializes all this,

8

and we will have a hearing on January 7th at ten.

9
10

All right.
(Whereupon court was adjourned.)

11

12
13
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2

3
4

THE CLERK:

Lawrence M. Greebel, et aI, vs. FTP

Software, Inc., et al.

civil Action No. 96-10544-JLT.

5

THE COURT:

6

(Pause.)

7

Good morning everybody_

S

Please excuse my voice.

I have a hell of a cold.
I will try not to talk too much, which will be

9
10

Just give me a minute, please.

uncharacteristic for me, and probably a pleasure for you.

I think I understand, but why don't you, without

11

12

going through all your arguments, because r think I

13

understand the respective positions of the different

14

parties, but why don't you articulate the things that

15

perhaps you have not covered and you want to just emphasize

16

to me.

17

This case is close to our Shaw case.

lB

MR. DONOVAN :

19

THE COURT:

20
21

shame on you.

It is very close to your Shaw case.
And how does the old saying go, "Once

Twice shame on me."

Poor Judge Lynch.

Something like that.

She is right across the hall

22

from me, and a very very good friend of mine.

23

cause her personal embarrassment, if she has to bat me

24

around a second time.

2S

MR. DONOVAN:

I hate to

She won't have to, your Bonor,
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1

because the part of this case that is close to Shaw is the

2

part that you and Judge Lynch agree on.

3

THE COURT:

Well, we agree on just about

4

everything, except, as I recall, whether the middle-ai-the

5

quarter knowledge has to be disclosed, if it predicts a

6

consequence at the end of the quarter that might have

7

affected a stock purchaser's decision .

S

9

MR. DONOVAN:

A bit more precise than that, your

Bonor.

10

THE COURT:

I know.

11

MR. DONOVAN:

And that's not an issue in this

12

case.

13

financial results during the course of a quarter.

14

about that at all.

15

a predicted disaster at the end of the quarter , and we knew

16

something along the way in the middle of the quarter that we

17

should have disclosed .

18

This is not a case about the disclosure of interim
It is not

It is not a case about whether there was

That's not this case at all.

It fact, it's useful to give a business backdrop,

19

the premise of the plaintiffs' case, to understand precisely

20

the context in which this case is coming in .

21

FTP Software makes a software product that

22

operates to allow computers to talk to each other.

23

called a "TCP/IP . "

24

crazy by saying it too fast.

25

It is

And I am going to drive the reporter

It is the protocol that all software uses
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1

internationally to allow computers to talk to each other,

2

either within an organization, on the Itranet, that is the

3

TCP part of it, Transport Communications Protocol, or on the

4

Internet, IP, Internet Protocol.

S

The plaintiffs' claim is that, starting in early

6

1995, FTP, which made a software product that used that

7

protocol, that operated on that convention I faced, in the

8

language of the Complaint, "a dire circUlllstance," for two

9

reasons:

One is that Windows '95, Microsoft, the big

10

gorilla in the software industry, announced that it was

11

going to include in Windows '95 when it came on the market

12

its own TCP/IP product.

13

That is actually what the memorandum says.

14

That is what the Complaint says.

And the second part of the business backdrop is

15

that somehow FTP's technology, its software, was obsolete,

16

marginalized, that the software products being introduced or

17

to be introduced by FTP's competitors, such as Microsoft,

18

were somehow superior.

19

according to the brief, this is the circUlllstance the world

20

knew:

21

software knew that Windows '95 was coming out, it would have

22

it, and it would have it for free, and the technology was

23

somehow better.

24
25

And, according to the Complaint and

Executives in a buying decision for this kind of

That's the business backdrop against which they
say this case operates.
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1

So the claim is that, because of those

2

circumstances , because we knew what the world knew, I guess,

3

that Windows '95 was coming with this product for free, who

4

on earth would buy it, and so we rushed sales and engaged in

5

sales practices designed to induce people to buy now.
Now, I have to say that they lose me there as a

6
7

business background.

S

TEB COURT :

9

MR.

DONOVAN :

10

TEB COURT:

II

MR.

12

T8B COURT:

13

MR.

DONOVAN :

DONOVAN:

Buy stock now?

Pardon me?
Buy stock now, you mean?
No.

No.

Buy our product now .

All right.
The claim is, because "e knew that

14

this Windows '95 product was coming, and it would be given

15

away for free -- in effect, giving away for free what FTP

16

sold

we ran out to our customers and induced them to buy

17

early .

And, in the language of the Complaint, "stuffed the

18

channeL"

19

subject to the buyer's right to give it back to us.

20

everything we could to artificially sell and create the

21

appearance of great revenues, because we knew that our

22

entire business was headed south, and, because of the

23

competition from technology and the free product, FTP was

24

toast.

25

Gave big discounts.

Gave rights to return .

Sold

Did

That is, in effect, the business argument.
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1

And what we didn't disclose was that we were doing this.

2

Now, I have to say you lose me, if you understand

3

that as the business background , because it does not make

4

any sense .

5

announced, Microsoft announced, they were doing this for

6

free.

7

'95 .

B

And somehow we were able to induce people to buy our stuff

9

anyway.

Windows announced they were going to do it in Windows
The world knew.

10
11

It doesn't make any sense to say that Windows

Other people had superior technology.

That doesn't ring true.
But that is where the tale of fraud in this case

starts.

12

You will see it right in Paragraph 31 of the

13

Complaint, your Bonar, where they chronicle what they say is

14

the circumstances that created the pressure.

15
16

THE COURT:

They say they weren't real sales .

Isn't that the allegation?

17

MR. DONOVAN:

That is what they get to.

18

Then they get to that was the reason we forced

19

sales.

20

say we stuffed the channel, giving discounts, giving

21

promotions -- that kind of thing -- to induce people to buy

22

early.

23

And they really say we did a couple of things:

They

And they called that "channel stuffing."
And they also say we did what is called

24

"contingent sales," that is, giving people the right to

25

return product.
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1
2

THE COURT:
warehouses.

3
4

And also that you put things in

MR. DONOVAN:

Well, actually, this is part of the

idea of throwing stuff against the wall and see what sticks.

5

What they say about that is there was some

6

warehouse -- they identify one -- and that occurred

7

approximately nine months, or ten months -- sometime in 1994

a

-- before the class period, and they say, because that

9

happened once, it somehow suggests an intent or a

10

willingness on the part of management to do funny things.

11

They don't tell you anything about that warehouse
They don't say who did it, who it went to, how

12

shipment.

13

much it was, whether it was booked as a sale or not.

14

that it happened.

15
16

Just

Now, in fact, the guy they point to happens to be
in jail.

But that is for some other day.

17

That is the only claim about warehouse shipments.

18

It is really two things:

It's channel stuffing,

19

selling early, and contingent sales, giving a right of

20

return.

21
22

That is the business backdrop that you have to
look at.

23

The second thing you have to do, it seems to me,

24

is look at how those disclosure claims are suposed to come

25

up.

Because, if you go back, as I say, there is a
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1

disconnect between the business backdrop and what they claim

2

doesn't make sense.

3

business issue with what they said was misleading, there is

4

also a disconnect .

5

But, if you try to connect that

Remember what the First Circuit law is on

6

disclosure.

7

that it is misleading, that something about that statement

8

is rendered misleading by the missing information.

9

It is you have to take some statement and say

Well, what are the statements they talk about?

10

They start with the second quarter report on sales, where

11

FTP announced sales were up.

12

percent.

In fact, sales were up 63

And income was up 69 percent.
And the President's statement, quoted in the

13

14

Complaint, and alleged to be misleading, is, "We're pleased

15

with the performance in the second quarter.

16

to be strong."

17

Sales continue

Well, a couple of things about that:

"Sales

18

continue to be strong." is self-evidently a statement about

19

the second quarter results.

20

percent it is a fair characterization, on top of quarter

21

over quarter over quarter increases in sales over 50

22

percent.

23

In fact, with sales up 63

But, more importantly, the statement, because it

24

refers to past history, doesn't lead anybody in any

2S

direction about future sales.

It is a statement about what

114~

8
1

happened in the second quarter.

2

And that is the lesson of the Polaroid case.

If

3

you lead a plaintiff in a direction, you risk misleading

4

him.

5

referring to what happened in the second quarter, and,

6

were up 63 percent," how does it lead anybody in the wrong

7

direction about the future?

But, the statement of, "Sales continue to be strong,"
"We

But, more important than that, does it say

8
9

anything about how you got those sales, whether it is by

10

channel stuffing, whether it is by contingent sales, how

11

does it relate at all to the two main issues of the business

12

premise that Windows '95 is coming, and coming for free,

13

and you are somehow technically obsolete?
If you can't connect the statement as a matter of

14
15

law to a misleading inference, then as a matter of law it

16

doesn't get you anywhere.
Next day.

17

Another statement.

The second

18

statement they challenge:

19

of second quarter sales and announced restructure of the

20

company, the stock price fell 350.

21

up.

22
23
24
25

In response to the report

Next trading day, back

What does the President say?
to be a knee - jerk reaction."

"Stock price seems

Nothing more.

Now, what does saying the stock price acting like
a yo - yo being a knee - jerk reaction have to do with the
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1

essential business inquiry or the allegations of

2

nondisclosure?

3

sales, doesn't say anything about channel stuffing or

4

contingent sales.

5

premise:

6

technically obselete , or it's destined to be.

Doesn't say anything about how you got your

Doesn't say anything about the business

Windows '95 is coming.

Your product is

So, if it doesn't say · anything about that, if it

7
8

doesn't lead a shareholder in a direction or purchaser in a

9

direction about one of those things which they say is

10

misleading, how does it mislead in the wrong direction?

11

You have to connect up the actual statements that

12

they're challenging as misleading with their premise, and

13

see if you can connect what they say is misleading, the

14

omission, with any inference at all that arises from the

15

actual disclosure.

16

17

Third point.

And I will try to be brief, your

Honor.

18

You then get to the essence of the charge.

19

forget the lessons of Polaroid and the three circuit

20

decisions that have come down -- Digital, Computervision and

21

Summa Four -- and say:

22

Is there some duty?

23

characterize as channel stuffing, making promotions, giving

24

discounts, inducing sales?

25

Okay.

If you

Forget the actual disclosure.

Is there something wrong with what they

The argument there, again, is, to me, a bit of a
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1

disconnect.

2

THE COURT:

A bit of a what?

3

MR. DONOVAN:

4

The argument is, and the language of the Complaint

A disconnect.

5

is, that what FTP was doing by inducing sales in the second

6

quarter, and then in the third quarter, when sales are also

7

up in the 60 percent range, was somehow "robbing" sales from

8

the future."

The Complaint uses that very language.

9

The theory is that somehow, if you have a sale in

10

Q2, you are stealing it, not just from Q3, because sales in

11

that quarter are also up over 50 percent, but from Q4, when

12

the bad news is that sales didn't go down, they kept on

13

going up, but at a decelerated rate.

14

That, your Honor, again, seems to me to defy some

15

business logic, because it assumes somehow that sales are

16

finite, that you know how much your sales are going to be,

17

when they are going to be, and you know not only who you are

18

going to sell it to, but how much you are going to sell and

19

when you are going to sell it, and you can predict with some

20

certainty what is going to happen.

21

It means that any time you hold a sale, you

22

discount a product to try to encourage or stimulate sales

23

now -- and what businessman would not -- you are robbing

24

from a future period.

25

That, to me, suggests that, if you are going to be
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1

charged with stealing sales from the future, why would you

2

ever do a promotion?

3

securities fraud charge from running a promotion?

4

because the suggestion is that you can predict this, that

5

you know, by definition, that a sale now is not a sale

6

later, and can't be, that somehow a promotion is a Ponzi

1

scheme .

Why would a businessman ever risk a

And,

8

I don't think it makes any sense.

9

Woodlock, in a decision I encourage you to read, held

10

And Judge

precisely that.

11

There are two decisions that follow this sort of

12

new paradigm, if you will, both of which were written by

13

Judge Woodlock in the past year, in March and April, a case

14

called Chipcom, and a case called Viewlogic.

15

he deals very directly with the idea of channel stuffing.

16

And he says:

17

management to stockholders' interest in current sales and

18

current revenue, but it is not securities fraud."

19

In Viewlogic

Accelerating sales may be a response of modern

Ultimately, though, you get to what is the

20

difference?

What does this mean?

There is no suggestion in

21

this Complaint that a sale in the second quarter or the

22

third quarter, whether or not induced by a promotion, a

23

discount, or any other sales practice, wasn't in fact a

24

sale.

25

Bonor:

It is what I call the "Gertrude Stein defense," your
A sale is a sale is a sale.
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1

There is no suggestion in the Complaint that we

2

didn't get the sale, that it didn't come in, that we didn't

3

properly book the revenue, that we didn't get it.
If it actually happened, and never left, why is

4

5

recording a sale now securities fraud?

6

disclose the practice of the promotion that prompted it.

7

That's Shaw.

8
9

Because you don't

Your Bonor held in Digital that the practice of
paying double commissions to salesmen that was undisclosed,

10

designed to produce revenue now at the expense of margin,

11

all of which the plaintiffs said in their Complaint

12

happened, was not securities fraud.

13

to disclose anything about those kinds of sales practices.

14

There was no obligation

What is the difference between accelerating sales,

IS

in the plaintiffs' language, robbing from a future quarter

16

into a current quarter with discounts, and paying double

17

commissions to induce sales?

18
19
20
21
22

The First Circuit affirmed that part of your
decision.

And that is what makes this case Shaw.
Channel stuffing reduces to an epithet, but not a

charge of securities fraud.
The related charge is contingent sales, and there

23

they say that somehow FTP sold products to customers subject

24

to a right of return.

2S

instance, unidentified, there was a whiting out of a right

The Complaint says that, in some
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1

of return on a purchase invoice.

2

little bit backwards.

3

invoice whiting out would establish a right that there was

4

malidity.

5

I will just say that is a

I don't understand how a purchasing

But, again, what is missing from the Complaint is

6

the essence that puts it right back into that Gertrude Stein

7

defense.

B

occurred subject to a right of return that eventuated.

9

Again:

10

The Complaint does not say that any sale ever

A sale is a sale is a sale.
THE COURT:

You say there is no allegation

11

anything was actually returned?

12

MR. DONOVAN:

13

And there is certainly not an allegation of how

Correct.

14

much it was, where it was, to what customer, or that it was

15

in a material amount.

16

It is just not true.

That wipes away the claim you have to disclose

17

sales practices, and wipes away the claim of somehow

18

accounting irregularities, because, if you can't say what

19

happened, you can't say how much, you can't say what the

20

effect is, it doesn't stick.

21

fours.

22

about reporting sales.

23

affirmed the dismissal.

24
25

And that is Summa Four, on all

There was a charge of accounting irregularities
The First Circuit dismissed, or

What is missing is the link -- when, how much, to
whom, where, and the rest.

All this, accordingly, is
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1

12(b) (6) stuff.

2

defense paradigm of saying:

3

about this Complaint.

4

sufficient to support an inference of fraud.

S

This is 12(b) (6) stuff.

This is not Rule 9.

This is not the

You haven't told me enough here

You have not given me enough facts

If you don't connect up

6

the disclosure allegation with the missing information and

7

have a misleading effect, it is · 12(b)(6) stuff, not Rule 9.

8

If you don't say why it is that the sales practices rendered

9

something otherwise said misleading, this is 12(b) (6) stuff.

10

But, then on top of that you have also the Rule 9

11

argument, and the argument that is prompted by the new

12

statute that requires a plaintiff, under the new regime, the

13

Private Securities Litigation Reform Act, to plead not just

14

an inference of scienter, but a strong inference of

15

scienter.

16

decision in this circuit, and even on the East Coast yet,

17

about what that means and how to apply it.

18

And there is a debate now, on which there is no

A couple of things further:

If you look at the

19

essential charging paragraph that sets the business context,

20

which is Paragraph 31 of the Complaint, there it is hard to

21

find the particulars that establish the basis for this

22

charge of fraud.

23

ring true when you say that Windows announced it was going

24

to be free, and we somehow didn't disclose that, and the

25

technology was obsolete, and the customers acted on that

As I said, the charge of fraud doesn't

1148

15
1

2
3
4

basis, but we didn't disclose that.

But, that is the charge.

That is the impetus for

the sales pressure.
But, if you look at Paragraph 31, particularly

5

subparts (b I and (c ) , what is missing is any description of

6

how it was that this business pressure arose.

7

I

mean, in Paragraph (b I i t says:

"Institutional

8

accounts that constitute FTP's principal customers had

9

acquired or were increasingly inclined to acquire

10
11

competitive systems from other manufacturers."

Well, who?

Why?

That is just saying that other

12

people bought other companies' products.

13

about what FTP knew?

14

Subpart (d):

What does it say

"The industry was going through

15

revolutionary trends and technological developments

16

rendering FTP's software obsolete."

17

What was it?

What technology did we not have?

18

What technology did Microsoft have, or, for that matter,

19

anyone else?

20
21

22
23

"Executives were being sensitized by the
revolution."
What revolution?

What aspects of it?

What

technology?

24

And then, when you relate that to the charges of

25

sales practices, the fact that these influences eroded our
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1

competitive position, inducing channel stuffing, contingent

2

sales, what channel stuffing?

3

of it is there .

4
5

To whom?

What returns?

None

So you add it to the Rule 9 mix, and it gives you,
from my point of view, an extra string in the defense bow.

6

Finally, you get to the last one I mentioned,

7

which is the strong inference of scienter.

8

that you cannot create a strong inference of scienter from a

9

business situation, the marginalization of our position,

10

It seems to me

that, on the face of the Complaint, is public.
So the plaintiffs resort to a familiar charge,

11

12

that sales occurred by insiders in FTP stock before and

13

during the class period, and particularly during the class

14

period, and that permits an inference of scienter.
Well, two things about that:

15

The debate that is

16

going on since the congressional Act about what ·'strong

17

inference of scienter" means essentially turns upon one

18

distinction:

19

to find that a strong inference of scienter could be

20

predicated either upon a showing of motive and opportunity

21

or conscious misbehavior .

22

The Second Circuit, before the statute, used

Either one sufficed .

The debate that raged in Congress , and that you

23

can see throughout the legislative history, is whether that

24

Second Circuit standard would be adopted or be made more

2S

strict.

The legislative history, I submit, can be read
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either way.

2

It depends upon which part of it you rely upon.

If you take snippets from the congressional

3

debates by Senator Dodd and Senator Domenici, they suggest

4

they intended the adoption of the Second Circuit standard.

5

If you take some of the text of the conference report, it

6

suggests something stricter.

7

The ultimate disposition, though, came when

8

President Clinton vetoed it, because he evidently read that

9

debate and read the statute and concluded that, whatever the

10

merits on either side of the debate in Congress, he was

11

certain that the strong inference of scienter language of

12

the text imposed a more stringent standard than the Second

13

Circuit had imposed before, meaning conscious misbehavior,

14

not just motive and opportunity.

15

vetoed the bill.

And, on that basis, he

16

Congress then overrode his veto.

17

THE COURT:

18

MR. DONOVAN:

Explain the opportunity part to me.
Sure.

19

Circuit before the statute:

20

opportunity to comit fraud --

21

THE COURT:

22

me.

Two tests of the Second
Either you can show motive and

I understand that.

Explain that to

Bow would that apply here, motive and opportunity?

23

MR. DONOVAN:

That is what the plaintiffs invoke.

24

The plaintiffs invoke motive and opportunity, and they point

25

to sales.
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1

I have given this to Hr. Dumain, and I will give

2

it to your Honor's clerk, if you want it (indicating chart).

3

The Complaint recites that six different

4

defendants, insiders, with different roles in the company,

5

sold stock at various times.
THE COURT:

6

7

opportunity?

8
9

MR. DONOVAN:

That is what they say is the motive

and opportunity.

10
11

And that is the motive and

THE COURT:

What is that phrase?

What's the other

one?

12

MR. DONOVAN:

13

THE COURT:

14

MR. DONOVAN:

Conscious misbehavior.
Yes.
Conscious misbehavior is knowing the

15

actual information and having a reason, actually engaging in

16

acts to conceal.

17

THE COURT:

I am just asking the question, and

I

18

really want to know the answer.

19

everybody else to buy and I am selling $24,000,000 worth of

20

stock, isn't that

21

MR. DONOVAN:

No.

If I am trying to induce

I think

22

to commit fraud.

23

doesn't even show the opportunity.

t~at

may show a motive

It may show the opportunity.

24

THE COURT:

25

MR. DONOVAN:

I mean, it

It shows a motive.

What about the second one?
Conscious misbehavior?
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THE COURT:

Yes.

2

MR. DONOVAN:

No, because it does not show the

3

individual actually had the information and said something

4

or did something designed to deceive the public.

5

says he sold stock.

6

THE COURT:

7

MR. DONOVAN:

But I'm telling you to buy.
No.

Be " didn't say anything about

8

that.

9

these defendants, save one, the CEO, said a word.

Indeed, you won't find any suggestion that any of

10
11

It just

THE COURT:

Do they all have to say it?

Isn't it

enough -- and I am just asking the question --

12

MR. DONOVAN :

13

THE COURT:

14

parade for everybody

15

MR.

DONOVAN:

16

THE COURT:

Right.
isn't it enough one leads the

No.

-- and says,

~This

is going to be a

17

very happy time for us and there is going to be growth,"

18

and, while he is doing that, everybody else is selling

19

$24,000,000 worth of stock?

20
21

MR. DONOVAN:
premise.

22
23

Well, first of all, I challenge the

Be didn't say that.
THE COURT:

Well, let me just see what I think he

said.

24

MR. DONOVAN:

25

THE COURT:

He said, "Sales continue

strong.~

"Sales continue to grow."
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MR.

DONOVAN:

2

talking about the past.

3

THE COURT :

4

MR. DONOVAN:

5

THE COURT:

6

grow."

"Sales continue strong."

October 25, 1995.

He's

Zirkle?

Zirkle.

Zirkle says that, "Sales continue to

Otherwise, I get a new law clerk.

7

MR. DONOVAN :

B

especially in the third quarter.

9

were up over 60 percent."

10

THE COURT:

"Sales ·continue to grow," right,

Sales in the third quarter

In July he said, "Certain new products

11

should help us achieve our revenue objective for the second

12

half of 1995. "

MR. DONOVAN :

13

14

guaranteed success .

15

language as Viewlogic .

16

Right.

That is not a prediction of

Indeed, that is precisely the same

THE COURT:

July 14, "Indeed, the market providing

17

application and support to make it possible to share

18

information and access these sources of products,

19

etc., etc .

20

That is what the President said .
MR. DONOVAN:

That says what they do.

21

describes their business .

22

It doesn't promise financial success.

23

people to buy stock.

24

going to happen in the futUre .

25

~etc . ,

It

It says what their products are.
It doesn't induce

It doesn't tell any investor what is

And that language is precisely the same as the
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1

kind of language your Honor has refused to hold actionable

2

before, and that is exactly the same as the Summa Four

3

language and the Computervision language:

4

going to do well.

5

for success.

6

We like our company.

We think we're

We're positioned

This company is poised for growth."
what about in the buy/sell part of it?

THE COURT:

7

On July 14, 1995, Zirkle said, ·"The share decline was a

8

knee-jerk reaction to short-term restructure around

9

earnings. "

10

MR. DONOVAN:

11

THE COURT:

What does that say about the future?
Does that come pretty close to the

12

situation where, and I have forgotten the phrase -- I am

13

going to write it down -- the second phrase.

14

MR. DONOVAN:

15

THE COURT:

16

17
18

19
20
21
22
23

24

25

Conscious misbehavior.
There he is vouching for the strength

of the stock as a value in the stock market, right?

MR. DONOVAN:

No.

He is saying that there was a

one-day reaction in the market that he characterizes.
THE COURT:
Everything is okay.

Be is saying:

Don't worry about it.

That is just up and down, one day.

And then he is selling, or his friends are
selling, $24,000,000 worth of shares.
It may not be significant at all.

Are you telling

me that is not significant?
MR. DONOVAN:

I am telling you it is not
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significant.

2

of stock.

3

4
5
6

7

His friends aren't selling $24,000,000 worth

And that is what r just handed up.
If you look at the pattern -- in fact, Mr.

Zirkle's own trades -The standard, is set, again, by Judge Woodlock, if
you look at the Chipcom case.

what he says is that the Trading behavior has to

8

be in suspicious amounts at suspicious times.

9

What does Mr. Zirkle say?

Look at Tab 7.

what he

10

did is every few months sold exactly the same number of

11

shares throughout '94,

12

Indeed, most of his sales occurred before the class period.

13

'95, into '96, in the class period.

If you look at his actual pattern of trading, what

14

inference do you draw from that that there is Ha pattern of

15

suspicious behavior," which is Judge Woodlock's phrase?

16

When you say $24,000,000 of stock, your Honor

17

twenty-one and change -- almost $22,000,000 worth of stock

18

was sold by one of these defendants, who, at the time, at

19

the end, when he sold the balance of it, was not an employee

20

of the company.

21

THE COURT:

22

MR. DONOVAN:

23

THE COURT:

2'

MR. DONOVAN:

25

What tab is that?
That is Tab 4, your Honor.
That is Goodnow?
Yes.

Be was selling 40,000 shares

per quarter throughout 1994, throughout 1995, in a
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predictable, familiar pattern until he quit.

2

He sold a big block, but he kept half of what is

3

left.

Be still had over 563,000 shares of this company at

4

the end, having sold half his position.

S

So he is in a position of every quarter selling

6

exactly the same amount.

7

retires.

That is his pattern.

Until he

Then he sells half his position.

S

THE COURT:

9

MR. DONOVAN:

Okay.
The point, it seems to me, is you

10

cannot infer a motive and opportunity from that passage;

11

and, if you can't infer a motive and opportunity from the

12

test that Judge Woodlock used, then you can't infer

13

conscious misbehavior.

14

circuit yet that makes that distinction.

15

And there is no decision in this

But the legislative history, what President

16

Clinton did, what he said, and how Congress reacted, I think

17

is the best way to define what that statement means.

18

There are three cases in the Ninth Circuit that at

19

least address this -- one about analysis, two on either side

20

of the issue, a case called Chantal and a case called

21

CON GRAVIS.

22

THE COURT:

23

MR. DONOVAN:

2'
25

Do we have all those citations?
They are in there.

Your Clerk has

them.
THE COURT:

All right .
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MR. DONOVAN:

1

2

They describe the opposite sides of

what is at issue today.

3

Thank you, your Honor.

4

THE COURT:

5

MR. DUMAIN:

6

THE COURT:

7

MR.

8

Thank you.

Good morning, your Honor.

Good morning .

DUMAIN:

Sanford Dumain from Milberg, Weiss,

for the plaintiffs.
It is interesting that Mr. Donovan's theme today

9

10

varies a little bit from the theme in his papers, because

11

the theme in his papers, your Honor, is that this case is

12

exactly the kind of case that Congress wanted to get rid of

13

when it passed the Reform Act at the end of 1995.

14

And, your Honor, the simple fact is that nothing could be

15

further from the truth.

16

This is a case about a company knowing it's in

17

trouble and deciding to lie and cheat about it until the day

18

of reconing came at the end of the class period.

Mr. Donovan describes the situation with Microsoft

19
20

not precisely correctly.

Prior to the class period it's

21

true that FTP's customers generally knew that lurking out

22

there was something that Microsoft was doing with Windows

23

'95, and that maybe it was going to be something that

24

Microsoft was going to give away that they were buying from

2S

FTP.
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1

The difference between that vague notion of what

2

was out there -- and we don't allege in the Complaint, as

3

Mr. Donovan suggests, there was an announcement by Microsoft

4

that set the world on notice that FTP was going to come to

5

an end.

6

vague understanding of what is going on and being cautious

7

with FTP, and FTP's Engineering Department, which we allege

8

in the Complaint on a few different occasions, knowing that

9

they're in serious trouble.

There is a difference between customers having that

10

And the reason is that nobody knows FTP's business

11

like FTP.

They knew from long before the class period that

12

when Windows '95 came out there was going to be trouble.

13

And the Engineering Department kept telling the managment:

14

We have got to do something about this.

15

be able to compete.
The market didn't know that.

16

We're not going to

The investors didn't

17

know that.

18

panic.

19

they lost a $10,000,000 order from the French Post Office,

20

because the French Post Office and many other customers

21

decided:

Let's have a wait - and - see attitude.

22

decided:

Well, we have to do something to keep our sales up

23

while we work on a solution.

24

we'll ship stuff to warehouses .

25

And so what they started to do, frankly, is

There are instances before the class period where

So they

So one thing we will do is

Now, Mr . Donovan is right , the allegations there
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1

pertain to pre-class period conduct, but it goes to the

2

defendants' knowledge of scienter and it goes to the overall

3

theme of the case, which is that this is a company with a

4

serious problem on the horizon that it knew about, and

5

didn't tell anybody about.

6
7

a
9
10

The situation got so bad with warehouse sales that
at one point -THE COURT:

Is it admissible, if it is pre-class

period conduct?
MR. DUMAIN:

It is admissible to show scienter.

11

If they know something before the class period, they know it

12

during the class period.

13

allegations of the warehouse sales.

14

And that is the point of the

It may be that it went on during the class period.

15

Frankly, we didn't know enough to allege that.

16

that it would turn out that happened as well.

17

It may be

We do know it happened prior to the class period

18

and we do know that there was an employee in the Shipping

19

Department - - it is news to me he is now in jail, if Mr.

20

Donovan and I are talking about the same person -- but this

21

gentlemen went to management and said :

22

this stuff coming back.

23

He knew it was being booked as sales and being shipped to

24

the warehouse, and not to a customer.

2S

I am not signing for

Because he knew it was not proper.

So one of the defendants said:

I will sign for
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it.

2

job.

3
4

And Mr. Cassa ended up without a

And signed for it.

Now, that continued into the class period when
they engaged in a variety of improper sales practices.

5

Mr. Donovan very cleverly and quickly, both in his

6

papers and argument today, wants to lump them all together ,

7

and say:

A sale is a sale is a" sale.
Well, it is just not true, your Honor.

8

A sale

9

that goes out with the absolute right to return, which is

10

what we allege happened during the class period, is not a

11

sale.

12

THE COURT :

Is there going to be some evidence

13

that that is a departure from standard operating procedures

14

in a business environment?

15

expressed or not, at least Lmpliedly provide the right to

16

return for some breach of implied warranty or perhaps even a

17

lack of satisfaction?

18

MR. DUMAIN :

Don't most contracts, whether

Well , there is a difference, your

19

Bonor, between having a right to return something that is

20

not working and having an absolute right to return it .

21

THE COURT:

No, but is there any allegation that

22

the right to return - - and, mind you , I am just asking you

23

the question

24

MR. DUMAIN:

25

THE COURT:

Yes .

-- the right to return is foreign to
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standard business practice?

2

MR. DUMAIN:

I don't know the answer to it.

The allegation in the Complaint, your

3

Honor, is that those sales violated generally accepted

4

accounting procedures, and the evidence certainly will

5

through expert testimony that that is the case.

6

THE COURT:

sho~

That sales that have a right to return

7

violates generally accepted accounting procedures, that is

8

alleged?

9

MR. DUMAIN:

Yes, your Bonor.

If you recognize

10

the revenue when you ship it.

11

to return, that is not a good sail under GAAP.

12

been and never

13

~ill

If there is an absolute right
It never has

be.

And that is not unique to this industry, but it is

14

especially important in an industry like this,

15

the customers of the high-tech industry are distributors.

16

They are not the end users.

17

~here

many of

So when you say to a distributor, "Take this

18

product and you can return it if you don't sell it," it is a

19

really meaningful problem for the company, because there is

20

no risk for the distributor.

21

he sells it, good.

22

going to give it back, and not pay for it.

23

GAAP provides it is not a good sale.

24

if it comes back or not, you cannot recognize it when you

25

ship it out under those circumstances.

Be can take the product.

Be has a sale.

If

If he doesn't, he is
And that is why

And it doesn't matter
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1

And it is not only the allegation in the

2

Complaint.

3

decision that Mr. Donovan referred to in connection with the

4

pleading standards says precisely that.

5

provision of GAAP, which is FAS 48, and I won't get into all

6

the technical aspects of GAAP, but that decision says, in

7

analyzing whether or not such a GAAP violation is evidence

8

of scienter that, in essence, it must be evidence of

9

scienter, because it is not something you can do

10

The law has recognized that.

The Chantal

It references the

accidentally.
You know what you are doing.

11

You know what rights

12

you are giving them.

13

principles, as you should, as you are representing it

14

applies to the

15

it.

16

And if you know the accounting

accounting principles, you know you can't do

One cite I'd like to mention this morning, your

17

Bonor, that is not in my brief, and I am not sure why,

18

precisely on this point, is the Fourth Circuit's decision in

19

Malone v. Microdyne Corporation, which is reported at 26

20

F.3d 471, a 1994 decision of the Fourth Circuit.

21

Fourth Circuit analyzes precisely the situation of

22

consignment sales and says, at Page 478, "We cannot find a

23

single precedent, however, holding that a company that

24

violate FAS 48 and substantially overstate its revenues by

25

reporting consignment transaction as sales without running

And the
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afowl of Rule lO(b) {S).

The case law clearly states that

2

such a company may be held liable under Section lO(b) and

3

Rule lO(b) (5) for making false and misleading statements of

4

material fact.

5

Second Circuit, and one from the Eastern District of New

6

York.

Citing a couple of decisions, one from the

That is what we have here.

7

That is enough to

8

support our allegations that there are misleading sales

9

practices going on during the class period.

10

THE COURT:

11

allegation anything came back?

12

MR. DUMAIN:

13

your Bonor.

14
15

Bow about his assertion there is no
8e says it doesn't matter.

I was just about to address that,

It does not matter, but we do allege that.

THE COURT:

All right.

Go ahead.

If you are going to cover it, do it at your leisure.

16

MR. DUMAIN:

We allege that in two places, your

17

Honor:

18

the top of Page 20, and again at Paragraph 45 on Page 27.

19

In Paragraph 32(d) on the bottom of Page 19, over

Just to read the last sentence of Paragraph 45, in

20

referring to rates of return, "A material percentage of

21

these purported sales were either returned to the company or

22

remained with distributors but have not been paid for."

23

You can't book a sale if the customer is not going

24

to pay for it.

It is that simple.

And, in the context

25

where FTP knows that it is in a lot of trouble because of
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1

what is coming down the road from Windows '95, it is pretty

2

easy to get a customer to take a product if you say:

3

way, you don't have to pay for it if you don't sell it.

4

By the

The other evidence of this, your Bonor, is that

5

there is an item in the financial reporting of the company

6

called "Days Sales Outstanding ," and it relates as to how

7

long it takes FTP to get paid by a customer.

8

see in reports that came out toward the end of the class

9

period and after the class period that there was a constant

10

move up in Days Sales Outstanding .

11

happen overnight.

12

telling the customer:

13

sell it.

14
15
16

And you can

Those things don't

Those things happen because you are
Don't bother to pay for it unless you

So the customer is not paying for it, and so you
book the sale , and you are not getting paid.
Now, Mr. Donovan says he doesn't understand what

17

the whiting out has to do with all this.

Well, it is

18

obvious , your Bonar, and that's very clear in the Complaint

19

what the point was.

20

Salesman A from FTP is talking to his customer and

21

the customer says, "Gee, I don't know, I hear Windows '95 is

22

coming out.

23

to buy from you.

24

You are going to be history.

25

They are gonna give away for free what I have
And I will not be able to sell the stuff.
At least that is what I

FTP knows it is true.

hear.~

The Engineering Department
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1

knows it is true.

2

salesman at FTP says, "Well, go ahead.

3

return."

4

They don't tell anybody.

But the

You have a right to

Now, that's not in a standard contract.

It never

5

would be, because it is not a good sale.

And the customer

6

knows that this is a deviation of the practice, and he is

7

nervous about it.

8

"Absolute right to return," or something along those lines,

9

and faxes in his purchase o rder, or mails it in -- it

So he writes on his purchase order

10

probably varies from customer to customer

11

that if their auditors see that they're in deep trouble,

12

because an auditor is going to look at that and say, "You

13

can't book this as a sale."

14

and FTP knows

So they white it out.

So Hr. Donovan says, "Well, that is evidence that

15

it didn't occur."

16

would be shocked if we get into discovery and don't find the

17

customers, if they still have them, don't have on their copy

18

they sent in "Right to return," because they want to protect

19

themselves.

20

salesman said they could.

21

Not at all, your Bonor.

It occurred.

I

They want to be able to give it back, like the

But FTP's copy doesn't say that, because, God

22

forbid the auditors see it, and then we wouldn't be here

23

today, because the auditors would have blown the whistle on

24

them.

25

Now, with that as a background, your Bonor, what
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1

happens here is a situation where Mr . Goodnow, in

2

particular, knows that things are going bad.
And Mr. Donovan points your Honor to Tab 4 of this

3

4

colorful chart he submitted this morning and says, "If you

5

look at this, there is nothing unusual about what Mr.

6

Goodnow did, because before the class period he had these

7

nice little chunks of probably what looks like 40,000

8

shares, bought at regular intervals, and then after the

9

class period, oh, sure, he sold a lot then".

10

Well, Mr. Goodnow is 37 years old, in the middle

11

of what we claim is a mess at this company, and he decides

12

to retire.

13

after the third quarter earnings announcements are made, he

14

sells $22,000,000 worth of stock.

And when he retires, within a couple of weeks

15

Now, what is nice about this chart for Mr. Donovan

16

is you can't possibly sell that much stock in one day, or at

17

least that is probably what happened.

18

over a period of six days in late October through November

19

7th.

20

this chart showed Mr. Goodnow's sales done weekly instead of

21

daily, the top of this line would be off the top of the next

22

page, your Bonar, because you wouldn't be able to fit it all

23

on one page.

24
2S

So Mr. Goodnow sold

That is just a nice coincidence for Mr. Goodnow.

If

It would be up here with Mr. Goodnow'S sales .

Be knew that this was the time to get out, and he
got out as much as he could until the market began to
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1

understand what was going on at this company.
I am trying to skip ahead a little bit, your

2

3

Honor.

4

THE COURT:

5

MR. DUMAIN:

That is all right.

Take your time.

Now, the other reason why this is all

6

important is that we have a relatively short class period

7

here.

8

this class period.

Timing is important to the people who bought during

9

A class member who bought after the third quarter

10

earnings that were inflated by these practices was damaged,

11

and if FTP was robbing Peter to pay Paul, hoping that some

12

solution would come before the day of recaning came, then

13

that would be good for FTP.

14

THE COURT:

When you say "robbing Peter to pay

15

Paul," you are talking about having some dealer incentive

16

program or something like that?

17

MR. DUMAIN:

18

THE COURT:

Yes.
Is that inherently wrong?

Forget

19

about warehousing and forget about selling without getting

20

paid, but if you had other programs --

21

Let me back up.

22

There is nothing inherently wrong, is there, or is

23

there anything inherently wrong about a company giving a

24

deal to good customers:

25

Keep it.

Look, we have such confidence.

If you can't sell it, I will take it back.
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r mean, in the abstract.

2

put it on their books.

3

wrong with that?

4
5
6

MR. DUMAIN:

Forget about how they

But just in the abstract.

No.

Anything

The key is how they put it on

their books.
THE COURT:

Your complaint is they put it on the

7

books in a way that reflected earnings, and that violates

8

the common practice?

9
10

MR. DUMAIN:
THE COURT:

Yes.
Now, is that a condition and not a

11

cause of some damage?

12

booked in a certain way, but if, in fact, they get paid

13

eventually, where is the damage to the shareholder, who is

14

not looking at those books anyway?

15

shareholder is not seeing the daily entry.

16

MR. DUMAIN:

I mean, the mere fact that it's

Presumably, the

Well, there are a couple of things,

17

your Honor.

18

Lynch pointed out in Digital, and as the Court in Rhode

19

Island pointed out in the APC case we cite, the focus is on

20

the market not an individual investor.

21

looking at the third quarter results.

22

at what the company says the results are, and the market is

23

looking at the 10-0, and those results reflect those sales.

24

We do allege that some of them came back, some of

25

The first is that we have to remember, as Judge

The market is
The market is looking

them sat with the distributor, and the company didn't get
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2

paid.
The point, your Honor, is that accounting

3

principles mean something and they have to be followed,

4

especially when you represent that you're following them,

5

which is an affirmative statement that we allege was false,

6

which in their papers this morning the defendants want to

7

make believe we didn't make that allegation, but it is there

8

in black and white.

9

But the point, your Bonor, is it is both a

10

condition and a cause.

11

not proper sales, the price of the stock is going to reflect

12

it, and, certainly, at the end of the day here we will be

13

presenting an expert who will explain precisely that, that

14

there is a causal connection, that the market does look at

15

numbers seriously, and does understand what the accounting

16

principles mean.

Because the fact is you are not going to

17

get those sales.

Maybe you will get some of them, but you

18

will not get all of them.

19

FTP is that they didn't get them.

20

If you are booking sales that are

And certainly what happened with

The mess they found themselves in at the end of

21

the class period is not a coincidence.

It is because they

22

were doing all this and it caught up with them, and they

23

didn't come up with a solution.

24

out of the mess.

25

has not been able to compete since Windows '95 came out.

They still have not gotten

This is a company in serious trouble that
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One thing more on this issue, your Bonor.

Mr.

2

Donovan suggests that your Honor look at the Woodlock

3

decision, Viewlogic.

4

concept of channel stuffing and whether it is fraudulent.

5

But, interestingly, Judge Woodlock makes the distinction

6

between channel stuffing and consignment sales.

7

says is that channel stuffing l's one thing, but these aren't

8

consignments, because consignments are something else

9

altogether, and cites from a decision that consignment sales

And Judge Woodlock does talk about the

What he

10

are not the same as channel stuffing.

11

the channel stuffing, not shipping to warehouse, not right

12

of return, just offering deep discounts.

13

of the allegations we have in the Complaint is they're

14

offering discounts of up to 90 percent.

15

something you can do and stay in business.

16

Getting the point of

For example, one

That is not

And we're not suggesting necessarily that, if that

17

were the only thing we had, we'd have a case, because they

18

had an obligation to disclose that level of detail.

19

It is not what we're saying.

20

is one more piece of evidence that this was a company in

21

trouble, and at the same time you have these allegations

22

evidencing a company in trouble they can't say:

23

going great.

24

to be strong.

25

What we're saying is that it

This is a knee-jerk reaction.

Things are

Sales continue

Everything is fine.

They can't say it.

And that is what makes this
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case different from the part of Digital that was affirmed by

2

the First circuit.

3

company that was on hard times for a long time.

4

knew coming into the class that things were a mess at that

5

time, and, in that context, in the beginning of what had

6

been alleged to be the beginning of the class period before

7

the First Circuit narrowed it.

8

9

In Digital the context was that was a
Everybody

When they say, "We're running close to break

even," and then went on to say, "Of course, there are a lot

10

of other things that are a problem here.

11

way to go," your Honor held that that was not actionable in

12

the unrelenting stream of information this is a company

13

without a problem in the world.

14

repeatedly say in his papers and repeatedly say here, "Just

15

look at the third quarter.

16

Honor.

17

percentage by which their earnings came up."

18

that, your Honor, and to ignore that we allege that those

19

earnings were inflated is nonsensical.

20

reported strong earnings.

21

It has got a long

And for Mr. Donovan to

They were going great, your

They were reporting strong earnings.

Look at the
And to say

Of course they

They were lying about it.

And in that regard we cited the case of the

22

Cheyenne decision from the Eastern District of New York, an

23

unreported decision in our compendium of unreported cases,

24

which was exactly the situation the Court faced there.

25

There were allegations of quarterly financial
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statements misstated, and allegations of statements that

2

were made by the company about those financial statements

3

that were the kind of statements being challenged today,

4

that is, "We just had a fine quarter.

5

continued growth," those sort of statements.

6

Court said in Cheyenne is, "wait a minute.

7

you had, maybe I would agree those are the sort of

8

statements courts have found not to be actionable .

9

you look at the context of them saying they are doing well

Looking forward to

And what the
If that is all

But when

10

when they are also alleged to have violated accounting

11

principles, you cannot separate the two, and you can't lie

12

in your numbers and get away with lying in your words."

13

Now , Mr. Donovan makes a big point about the lack

14

of detail in our Complaint about what product was returned

15

and who returned it, and when, and what precisely were the

16

numbers.

17

had more .

18

And I will agree with Mr. Donovan that I wish I

This is a Complaint that was filed months after

19

the stock price dropped.

20

an Amended Complaint that added the allegation of accounting

21

fraud.

22

well - thought-through Complaint, and the fact this is as much

23

as we can do without discovery doesn't mean the Complaint

24

should be dismissed.

25

Many months after that we filed

It was a well - considered, well - researched and

And, if you look at what happened in Summa Four,
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there is a very important distinction that has to be made

2

about the allegations of accounting impropriety there.

3

distinctions, really.

4

information apparent from the Complaint that anyone in

5

particular or at all had told plaintiffs or plaintiffs had

6

had any information that accounting improprieties had

7

actually taken place .

8

that,

9

where so and so says here that:

~Look

Two

In Summa Four there was no

What the' claim in Summa Four was was

at these Board minutes, your Honor, and you see
We're going to have so much

10

in sales before the end of the quarter .

11

could have done that was to improperly book revenue."

12

That was the leap the plaintiffs asked the Court to make in

13

Summa Four.

14

The Court said, "No , you can't make the leap."

15

And the First Circuit agreed .

16

make that leap .

17

allegations are clear and unanbiguous.

18

We're not asking the Court to

We're telling the Court it happened.

The

We're saying we wish we had more detail, a nd that

19

is not a reason to dismiss .

20

said it.

21

The only way they

And the First Circuit has never

If you look at the 1996 First Circuit decisions in

22

this, which Mr. Donovan stated today are such that it kills

23

our Complaint -- the Computervision decision, the Summa Four

24

decision, and Digital decision -- I submit to your Bonor

25

that the clear way to harmonize those decisions -- and it is
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explicit in the decision in Digital, your Honor -- we did

2

not have discovery -- and the Complaint was sustained.

3

And in Computervision they had extensive

4

discovery, and in Summa Four.

5

have discovery you are held to a higher standard."

6

And the Judge said, "When you

And this is not something I am just asking the

7

Court to take on faihh.

S

explicitly in the Computervision decision.

9

THE COURT:

The First Circuit says it

what page?

It is 90 F.3d at 630.

10

MR. DUMAIN:

11

"It has been over three years since the first

12

Complaint in this case was filed and the plaintiffs have

13

been allowed full discovery.

14

the plaintiff's bald and factually unsupported hypothesis

15

that the underwriters failed to attain and use up-to-date

16

information is not standing alone sufficient."

17
18

In this procedural setting,

Elsewhere in the Computervision decision
Judge Lynch points out that there was no discovery.

She

19

later points out at 621 discovery was extensive.

20

reviewed more than 130,000 documents and deposed over 20

21

witnesses.

22

Plaintiffs

Just proving that these Post Its aren't perfect,

23

your Bonor, I had a Post It that had the precise quote.

24

am looking for it.

25

THE COURT:

I

If you would give me a moment?
Sure.
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MR. DUMAIN:

On page 628 of the Computervision

2

decision, at 628, the introductory section of what the

3

standards are in 12(b) (6), the Court says, "We are mindful

4

that this case comes to us after three years of litigation

5

and full discovery.

6

factual allegations to see if they support the legal

7

conclusions pled."

8
9

We thus look more closely at the

And then the Court goes on to quote the First
Circuit's decision in Resolution Trust Corp. vs. Driscoll,

10

which is 985 F.2d, 444, a 199) decision, where the First

11

Circuit says, "It is of course true that at the start of

12

complex litigation a party may not have all the facts,

13

courts normally hesitate to dismiss under Federal Rule

14

l2(b) (6) at the outset.

15

relief and an outline of what one might reasonably hope to

16

prove may suffice to permit discovery and ward off premature

17

motions to dismiss."

18

THE COURT:

19
20
21
22

50

At the start a reasonable basis for

I think that you should wind it up.

I

have 8,000 people out there.
MR. DUMAIN:

Okay.

I'll move quickly from here,

your Honor.
The other two quick points I want to make, your

23

Honor, is that Digital says the same thing.

Digital says

24

Rule 9(b) is real.

25

doesn't mean plaintiffs can be held to a standard where they

We have to follow it strictly.

But that
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2

have to plead fraud with complete insight.
On the pleading standard, your Honor, I won't talk

3

about it, but there are a couple of new cases, and an SEC

4

brief I'd like to submit to your Honor's clerk on the

5

pleading standard after the new Act.

6

case vs. Amsouth Bank Corporation.

7

District of Florida decision.

8

Finance Corp., which is a decision from the Northern

9

District of Illinois, both of which hold that the Second

10
11

One is the Fischler
This is a Middle

The other is Rerum vs. Eagle

Circuit standard is the one to follow.
I'd also like to submit the SEC's amicus brief in

12

the Silicon Graphics case where they urge that Court to

13

reconsider the earlier decision, saying the Second Circuit

14

decision should no longer be followed.

15

TEE COURT:

16

MR. DONOVAN:

17

TEE COURT:

18

MR. DONOVAN:

Okay .

I

want to wrap this up.

Two final points, your Honor.
Thirty seconds.
The issue about discovery has been

19

foreclosed by the statute.

20

discovery during a Motion to Dismiss.

21

The statute now says no

Second, Summa Four.

The charge was the same,

22

contingent sales, right of return, booking upon receipt of

23

order, rather than upon shipment.

24

the failure to say how much effect on inflated earnings, how

25

much of the overstatement, that's fatal.

The First Circuit says

That's precisely
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2

this case.
THE COURT:

Now, without indicating how I am going

3

to rule on the Motion to Dismiss, there has been no

4

discovery, and, assuming that I deny the Motion to Dismiss,

5

just while I have everybody here, my practice is -- and

6

maybe you don't know -- my practice is to first require that

7

Rule 26 be accomplished, without any other discovery going

8

on, and then I have you in for a conference where you now

9

know what documents are available.

10

You don't have to produce an exchange.

11

enough to have an index and make a request from that menu,

12

to the point where we will then meet and determine what

13

additional discovery is necessary.

14

It is

Regardless of all these articles in the National

15

Law Journal and other places, I find it works quite well to

16

have the lawyers know where all the papers are before you

17

detemine what interrogatories -- not interrogatories -- what

18

additional depositions may be necessary.

19

So, having said that, assuming that I deny the

20

motion -- and I am not saying that I am -- how much time do

21

you need to accomplish the Rule 26?

22

date for you to come in for our primary conference, which

23

would be to determine what else needs to be done.

24
25

MR. DUMAIN:

I would then set up a

I would have to defer to Mr. Donovan,

your Bonor, since, obviously, the vast bulk of the documents
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2

would be in his possession.

MR. DONOVAN:

I honestly don't know, your Honor.

3

We'd have to do some inventory to figure it out .

4

talking about a period that covers six months of sales

5

behavior of the company and presumably a year before that

6

with respect to technical information.

7
8
g

10

THE COURT:
have to do it.

He is

Well, you· are very experienced .

You

I don't have to do it.

MR. DONOVAN :

An index would be a four- to

six-week proposition.

11

THE COURT:

12

So, if I said that Rule 26 would be accomplished

13

within three months, that would be reasonable?

14

MR. DONOVAN:

15

MR. DUMAIN:

16

THE COURT:

17

That is all right.

Yes, your Bonor.
I think it would, your Bonor.

I don't want to issue an order that is

going to kill anybody.

18

MR. DUMAIN:

No, no no.

19

I just want to make the observation that, while

20

the statute stays discovery, it also provides in the statute

21

that, if there is a discovery stay because of a Motion to

22

Dismiss, that the defendants have an affirmative obligation

23

to preserve evidence.

24

there being preserved.

25

herculean effort to gather it, or else I am worried it is

So I would hope that the evidence is
So I don't think it would be a

1180

46

1

already gone.

2

THE COURT:

Well, in other cases people file

3

motions and ask the evidence be preserved.

4

to do it here.

S

MR. DUMAIN:

Well, the thing here, your Honor, is

6

the statute mandates it.

7

did.

B
9
10
11

THE COURT :
anymore.

You might want

That is one of the things Congress

I don't know what mandates anything

I know if you file a motion, and I allow it, then

that mandates it.
MR. DUMAIN :

As I recall, your Honor, the pretrial

12

stipulation and order provided documents be preserved in

13

accordance with the statute.

14

THE COURT:

15

MR. DONOVAN:

16

THE COURT:

Any question about that?
No.

All right.

So there is a stipulation.

17

And I will order the stipulation.

18

MR. DONOVAN:

19

THE COURT:

20

well-argued presentation here.

It has been ordered.

All right.

Thank you for a
I will do the best I can.

21

MR. DUMAIN:

22

MR. DONOVAN:

23

(Whereupon court was adjourned.)

Thank you, your Bonor.
Thank you, your Honor.

24
25
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4
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5
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6
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3

THE CLERK:

Greebel VS. FTP Software, Inc., Civil

Action 96-10544.

4

THE COURT:

All right.

Where are we here?

5

I take it that all the Rule 26 discovery has · been exchanged,

6

and, if it has not, you better have a very good reason for

7

why not.

a
9

MR. DUMAIN:

Good morning.

Sanford Dumain, for

the plaintiffs.

10

Where we are, we think, is that the defendants

11

have produced a substantial number of documents, but that 90

12

percent of them, more or less, are invoices, which we want,

13

and which we're going to examine and see how helpful or not

14

they are to the case.

15

But there are a number of categories of documents

16

that we don't see in the production and, just because of the

17

timing of defendants' production, and our ability to analyze

18

the information in just a few days since we have gotten the

19

documents from the defendants, we're not in a position yet

20

to tell the defendants or tell the Court that it is

21

complete.

22

We suspect it is not.

And what we suggest to your

23

Honor is that we be permitted to proceed with third-party

24

discovery now, by way of document subpoenaes, and proceed

25

with the process with the defendants, either by way of
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1

informational letters or by formal document requests, to

2

complete the production in a way that we think it needs to

3

be completed.

I am not sure if the defendants think they have

4
5

completed it or not.

6

told us they're still looking into is the e-mail area, where

7

they are not sure if they have gathered all the e-mail.

8

9

The one area that I think they have

P.R. DONOVAN:

your Honor, to address:

I think there are two sides here,

One is ..'hat we have done is we have

10

produced over 410,000 pages of docunents that I think are

11

quite responsive to that alleged with particularity in the

12

Complaint.

13

You will recall the allegation of the Complaint

14

is, in substance, that sales information and

15

information were misleadingly portrayed to the market,

16

because, according to the Complaint, we had executed

17

contingent sales, Whiting out invoices, whiting out portions

18

of invoices, channel stuff, dra ...·ing sales forward, and

19

otherwise failed to articulate what we expected to happen

20

with competition.

21

gro~th

We have, accordingly, given them every invoice for

22

the year.

Not one of them shows a white out.

We have given

23

them sales forecasts, the document inforoation.

24

given them the material about cocpetition from Windows '95,

25

which is the allegation.

We have

We have given them the analysts,
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1

who they say gave misleading information.

2

them transcripts of the analysts' contacts, all the

3

correspondence with the analysts, the sales log.

4

given them everything from every sales document from the

5

forecasting people, the budgeting people, the accounting

6

people.

7

We have given

We have

We have given them the names of the people with

8

respect to each of these areas so they can decide who to

9

depose.

10

There are two areas where we are still trying to

11

collect information from a world'.... ide organization:

12

we believe there will be some sales-related information from

13

Italy, from the sales office there.

14

documents.

15

with e-mail information that nay or

16

computer, see if it can be produced from the hard copy, and

17

try to uncover that.

18

One is

They're still locating

And we are trying to determine what we can do
~ay

not be lost in the

So we think we have delivered --

We have

19

delivered over 85 boxes of docunents, and there may be as

20

much as three or four more boxes to go.

21

to the plaintiffs, starting April 15, the very day that they

22

advised us they would consent to the confidentiality of this

23

information pending negotiation of the stipulation.

They were delivered

2~

On the other side, I have received 16 pages of

25

documents, and I have received a disclosure of a list of
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1

people that the plaintiffs identify as individuals they

2

think they may wish to depos e.

3

rules to front - end load the process of fact - finding so that

4

the plaint i ffs would tell me the basis for thei r Complaint .

S

Now , I understood the local

For example, they say in their Complaint point

6

blank we whited out invoices , and that is the predicate for

7

what your Honor has said is a sufficient allegation of bad

8

disclosure about contingent sales and sales operations that

9

mask trouble in the company.

I presumed that there is

10

either a document that evidenced that that they have

11

uncovered, or there is a witness that they can identify who

12

v,'i11 say so, and who will say not just that it happened but,

13

in support of the allegation in the Complaint, that it was

14

material in amount -- to whom, where and how much .
I have nothing like that .

16
17

I don't even have the

name of a witness.
Now , I would like to take some discovery.

I think

18

we can do it , on a modest timetable , by the end of the year .

19

I think we don't need extensive depositions from my side,

20

but I need to know who it is they're relying upon for their

21

information about fraud so that I can do that discovery.

22

On our side , I think we have complied .

We have

23

given the names of everyone and what they did .

24

make a decision .

25

accommodate them to make that decision, but the process

If they need more timet I

a~

They can
happy to
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1

these rules contemplated was front-end loading of

2

fact-oriented discovery, and that has not happened.

3

THE COURT:

4

MR. DUMAIN:

Yes.
Two things, your Bonor:

One, with

5

respect to what the defendants have produced, I don't think

6

it's helpful today for me to give you a list of all the

7

things we don't see in the production, although it is a full

8

pag e long on my note pad -- things like the documents that

9

lead from the invoice to the financial statements.

There

10

has to be something in between 8 0 boxes of invoices and the

11

1 0-Q.

12

o ne exaople that we think is a gap in the production.

13

We do n't see any o f that in the production.

with respect to what \o"e have produced, we gave

1~

them the documents we have .

15

that he is describing .

16

a ble to locate them anywhere.

17
18

19

That is

We don't have the docume nts

No one gave them to us .

We listed the

n~~es

We we ren't

of a lot of people who, during

our investigat i on, we thought had relevant information .
THE COURT:

Before you bring a suit, what is

20

contemplated by the rules, and I think I speak with some

21

authority, at least, because I played a significant part in

22

drafting them on the books, if your theory is this white out

23

the ory, then what my approach would be is let's focus on

24

that, because you have r eceived certain documents.

25

feel that there are other documents, categories of

If you

118a

6

1

documents, you want to direct the defendants' attention to,

2

then I think that is okay in a case like this.

3

consider that to be a "request for production," and I hate

4

to use the phrase because I think it is outmoded .

5

make that an outmoded procedure.

6

requests for production.

I don't

Our rules

We should not have

7

But I can understand, after analysis, you make

8

further inquiry and ask for them to explore whether they

9

have additional categories.

It is not a one -way street.

10

The defendant is entitled to know what your case is a ll

11

about, just as they would if we went back to the old days

12

and allowed Interrogatories and Motions for Further Answers,

13

a.nd the preliminary discovery that finally surfaced as to

14

what lay behind the Complaint.

15

It seems to me that, if you have somebody who is

16

going to testify, and I don't want to oversimplify it , but

17

is going to testify that they saw the white out, a

18

pe rcipient witness that gets you over the rail on t he

19

g ravamen of your Complaint, you have to disclose tha t

20

witness to the defendant .

21

It seems to me that what we could do is THe could

22

focus on -- I hate the thought of waves of discovery, but,

23

nonetheless, I keep using the term -- we could have some

24

preliminary discovery that led to the core liability issue;

25

and it seems to me that is good for you, because, if you
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1

have a witness that stands up, and I don't mean "stands Up"

2

in the sense of credibility, but at least comes in and says

3

what it is that you say is the gravamen of your Complaint

4

and will get you over the rail, then it seems to me that I

5

can start talking about making " the case go away by way of

6

discovery.

7
8

On the other hand, if you don't have anybody, then
you're not going to have anybody a year from now either.

9

M..'q.

DUfd.A!N:

Well, y our Honor, two things:

One is

10

th a t I thin k it i s an o versimplifica ti o n f or Mr. Do novan t o

11

sugg es t t hat thi s case is o nly a bout the whiting out.

12

Ce r tainl y t ha t i s pe r haps o ne o f the mo re dramat i c a spect s

13

o f t he Complaint , a nd it is part of the case, but ther e i s

14

much mo r e to it, involving what was going o n within the

15

Engineer i ng De partment in resp onse t o the thre at of Wind ows

16

'9 5.

17
18

TEE COURT:
~s

That

a s i gni fi c ant part o f the case.

19

MR. DUl'lZ,IN:

20

TEE CO URT:

21

Let's talk about the white out.

That is true.
That is what saves you from the Motion

to Dismiss.

22

MR. DUld.AIN:

Well, your Eonor, there are a couple

23

of things about that:

One is that we have identified a l o t

24

of peo ple we contemplate possibly taking the deposition o f,

25

and among those people are people we think have knowledge
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1

a bout this situati on .

2

THE COURT :

3

MR .

4

TEE COURT :

5

MR . DUK;IN:

6

THE COURT :

DU~~IN:

You have to know -Well , I
You have to kno ..... -It
You are too experienced to talk when

7

the Judge is talking, right?

Because I am not listening.

8

You are not listening to me .

It is worse for you , if I am

9

not listening to you .

10

You have to know what your case is about before

11

you bring it.

12

thing you do , not the first thing you do .

13

I mean, filing a lawsuit should be the last

That is another purpose of the rule.

That is why

14

we're happy to see our filings go down , because people are

15

thinking twice before they bring the case.

16

MR .

DU~~IN :

No question , your Honor, and I think

17

I have complied with the rule .

18

requires me to tell Mr . Donovan the substance of every

19

conversation I had with people during the course of the

20

investigation .

21
22

THE COURT :

25

But the rule does require you to say

.....ho is going to testify as to ;.."hat .

23

2'

I don't think the rule

It does require that.

HR. DUK;IN :

And I think I have done that, your

THE COURT :

Well, I can't know it, because I have

Honor.
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1

not seen it.

2

MR .

3

But let me suggest this, if I may .

4

THE COURT :

DU~~IN :

I think I have done that, your Honor .

Have you designated witnesses that are

5

going to testify with respect to the white out?

6

start with that.
DUK~rN:

7

MR .

8

testify about white out .

9

THE COURT :

Not that narrowly by:

testify a bout the white out, because I

11

take the depo sitio ns o f tho se witnesses.
~~.

DU~~IN:

Witness A will

Well, do you have witnesses that will

10

12

Let's just

aD

going to let him

There are pe ople, your Bonor, who

13

certainly supplied inf ormation that we consider reliable.

14

~~

15

for example, would be able to give admissible testimony

16

ab out the white out.

17

THE COURT:

I

not sure right now whether or not there is someone who,

It might have been hearsay .
Do you have the names of the witnesses

18

y ou are relying on to survive a Motion for Directed Verdict

19

on that issue?

20

MR .

21

TEE COURT :

22

MR . DUMAIN :

23

TEE COURT:

24

HR . DUMAIN:

2S

THE COURT :

DU~;IN:

I believe I do, your Honor.
I want you to designate those names .
They're o n o ur list of names .
No t

just a laundry list o f names .

Okay.
I am not making myself clear,
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1

obviously.

2
3

MR. DUMAIN:

No.

I understand, your Honor, and I

think the way that this can be handled --

4

There are problems that I have with Mr. Donovan's
I hear from Mr. Donovan there are problems he

5

production.

6

has with our disclosures.

7

opportunity to confer about it, and I think we should do it

8

and come back in six to eight weeks and be in a position to

9

say, "All right.

10

I think we have just not had the

He know precisely what we're going to do,

and here is the schedule o n which we propose doing it."

11

For example, your Bonor, I am not surprised to
~x.

12

hear

13

doesn't see evidence

14

have expected to find it

15

was that company personnel very carefully whited it out to

16

hide it from the auditors.

17

whited it out in such a sloppy fashion the auditor could see

18

there is white out.

19
20
21

Donovan say he has looked at the documents and

TEE COURT:
than conversation.

the company
there~

doc~~ents.

I wouldn't

After all, the allegati on

I didn't mean to suggest they

But at some point it has to be more
Somebody has to get up there and say it.

MR. DUMAIN:

Where I expect it to come f r om ,

22

primarily, is the customers, and that is why I need to get

23

started with third-party discovery and subpoena the prime

24

customers and get their documents and compare their

25

documents to the company's documents and see if the evidence
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1

of white out can be there , a nd s t a rt tal king to cust ome r s

2

about what the i r unde r st anding o f the sales terms we r e .

3

I think that is whe r e I get by t he d irect e d v e rdict

.;

primarily.

5

THE COURT :

Let me t ell you what .

You are not

6

ready for this conversation .

7

four weeks .

8

discovery schedule to suggest to me -- a joint schedule, or

9

I will impose one without regard to the wishes of the

10

You

co~e

I am going to kick i t ove r

back in four weeks and you will have a

parties .

11

This is April .

12

go through to the end of the year.

13

just pare down the people that have to be deposed and start

14

with what is really key, not peripheral but key .

15

I don't anticipate discovery will
That is too long .

And that is what I \o'ant to see .

You

In other words,

16

just categories of discovery that deal on the key issues .

17

If there are two or three key issues where you say it is not

18

just the white out, okay .

19

These are the people we want to depose on those issues.

20

Let's find out if you have a case or if you don't .

21

It's not unfair .

You tell me what else it is , and:

As a natte r of fact, it's good

22

for you in a sense .

If these people are deposed , and it

23

could be there is something there, then you have something

24

to talk about, and so do I, in terms of trying to get the

25

case settled .

On the other hand, if you don't, you might as

1194

12
1

well find out by spending 10 , 000 bucks instead of 300,000 in

2

a case like this .
~_~ .

3

DU¥AIN :

I unde r stand.

There is one thing I

4

would ask the Cou r t today , and that is that we be g r anted

5

leave to start serving subpoenaes to third parties.

THE COURT :

6

No.

We're going to see what it is you

7

actually have.

If you can get back here before fou r weeks,

8

that is fine, but four weeks from now you come up with a

9

schedule that identifies the witnesses you are relying on,

10

too, so he can take depositions, as .....·el1 as you take

11

depositions .

12

MR.

DU~~IN :

!

can do that,

your Honor.

But the

13

problem I am going to face do . . .~ the road is I am going to

14

need that third - party discovery to prove my case .

15

THE COURT :

16

MR .

17

THE COURT :

18

}HL

19

TEE COURT :

20

brought this

21

problems .
~3 .

22
23

24

25

DUMAI N:

DUM'-~IN :

c~se

You may .

Well , r am f airly confident .
I f you have a case, you don't need it.

Unless that is where the case is .

If you don't know it by now , i f you

without knowing, then you have some real

DUMAIN :

No, your Honor .

I am not suggesting

that.
THE COURT :

You heard what I am going to do .

Let's do it that way.
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13

1

2
3

MR. DONOVAN :

Can there be a date?

He has given

me the names of SO people , accor ding to his disclosure .
THE COURT:

He has to identify whateve r list of

4

witnesses -- whateve r list o f people -- that he has

5

designated having in f ormation concerning the a l legations in

6

the Complaint .

7

that they have that he expects they will testify to.

8

will give you an opportunity to select from that list those

9

who you want to depose on ce r tain issues .

10
11

12

Be is to specify what information he thinks

What we will probably do is to define those issues
that will take precedent at the next meeting .
~~.

DONOVAN:

Can we have the date by which he

13

will give me that information , your Bonor?

14

to have four weeks, I'd like to at least look at it .

15

must know who he relies upon .

16
17
18

That

THE COURT:

Let's say that you

1...

If we are going
He

ill provide him

with that list in two weeks , and you, as well.
~~.

DONOVAN :

I have supplied a list of all the

19

people that relate to the allegations in the Complaint and

20

what they relate it to .

21

TeE COURT :

22

will meet again in four weeks .

23

~~ .

DUK~ IN:

Pr ovide it to him in two weeks, and we

That is fine, although his list is

24

certainly as general as mine.

25

specificity .

But we can discuss it with

11 9b

,

14

1

THE COURT:

If it turns out it is, and that he is

2

wasting my time, I will impose a sanction.

3

I expect it to be specific, and, if I meet with you in four

4

weeks and look at what has been turned over, and it is

5

vague, I won't like that.

6

7

In other words,

I don't mind having wasted your time today, but

we're not going to do it again.

8

All right.

Give them a date.

9

THE CLERK:

Provide--

10

THE COURT:

80th counsel provide.

11

THE CLERK:

Exchange of documents by both counsel

12
13
1~

15
16

17
18

by the 15th of Hay.
THE CLERK :

Both counsel provide.

I suggest you

just err on the side of overinclusion, both sides.
Two weeks from now they exchange the lists, the
updated lists.
THE CLERK:

The 29th of May we will have a further

conference at 10:00 a.m.

19

TEE COURT:

What is the date for the exchange?

20

THE C.LERK:

The 15th of Hay.

21

TEE COURT:

We will send out an orde r

22

memorializing that.

23

MR.

DONOVAN:

2.

MR.

DUMAIN:

25

THE

COURT:

Thank you, your Bonor.
Hay I make one more request?
Go ahead.
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1

}L~.

DUMAIN:

I don't mean to ask your Honor to

2

reconsider something, but I have this request that is

3

slightly different from what I asked before.

4

subpoenaes on third parties with a return date down the road

5

so I can make sure they're preserving documents?

6

THE COURT:

7

Anything . else?

a

MR. DONOVAN:

9

(Whereupon court was adjourned.)

May I serve

Yes, you may do that.

No, your Honor.

10
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11
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12
13
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15
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16
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1
2

THE CLERK :

Greebel v. FTP Software .

3

THE COURT :

I am troubled by what seems to be the

4

conflict here.
I remember pa rticularly the issue about the

S

6

whiting out of documents .

7

" Give him the name of the person or persons who is going to

8

testify as to the whiting out."
Have you done it?

9

10

11

I remember particularly saying ,

MR . MOULTON :

plaintiffs .

Stephen Moulton on behalf of the

Ye s .

12

THE COURT :

13

MR. MOULTON :

Well , not according to the defense .

There are seven names, your Hono r .

14

Six o f t hose individuals named are defendants .

15

is an i ndividual by the name of Judy Nichols .

16
17

THE COURT :

The seventh

But you don't say what they are going

to say.

18

MR. MOULTON :

19

THE COURT :

20

of time .

21

were here .

22

What -Now, look .

Let's save everybody a lot

Let's go back to where we were the last time you

I want you to identify the names of the witnesses

23

a nd g ive a short s umma r y of what each wit ness is going to

24

s ay.

2S

Now, if you come back a nd you don't do it , I will

1200

2
1
2

dismiss the case .

That is fair notice now.

You probably didn't have

3

fair notice of dismissal the last time.

4

back again and don't have a paragraph saying, "Suzie Smith

5

is going to say X, Y and Z," if you don't do that, I will

6

dismiss the case.

7

MR. MOULTON:

8

THE COURT:

9

l.ffi.. MOULTON:

11

THE COURT :

12

Fine.

Okay.

Now, I will give you 30 days to

comply, and we will take it from there.

10

Fine.

All right?

All right.

Don't do this to me.

I take no

pleasure in reprimanding you.

13

Give them a date to come back.

14

THE

15

THE COURT:

16

HR. MOULTON:

Yes.

17

MR. DONOVAN:

Yes.

18

MR. DUMAIN:

19

MR. BARANIAK:

20

But, if you come

CLERK :

Be back July 31st at ten.
Is that all right?

Yes.

I have a hearing in front of Judge

Keeton at 4:30, assuming it doesn't conflict.

21

THE CLERK:

Ten o'clock.

22

THE COURT:

I doubt we will run that long.

23
24

I am

not good, but I am quick.
(Whereupon court was adjourned.)

25
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1

2
3
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1

2

3

THE CLERK:

Lawrence Greebel, et aI, vs. FTP

Software, Inc., et aI, civil Action No. 96-10544.

4

THE COURT:

As far as I am concerned, the

5

plaintiffs have complied with the rule.

6

their testimony.

7
8

You may disagree that that is going to be the
testimony, but that is what trials are all about.

9

10

So, I am not going to get into one of those

things.

11

MR. DONOVAN:

12

THE COURT:

13

14

They have outlined

I couldn't disagree more.
I don't care whether you do or you

don't.
~ffi.

DONOVAN:

with respect, seventy percent of the

15

witnesses they have identified, all they said is, "They are

16

believed to have discoverable information."

17
18

Your Honor said,

say with respect to the critical issue."

19

THE COURT:

20

(Pause~J

21

"Tell us what they're going to

~L~.

DONOVAN:

Let me see that (indicating document).

Thirty-four of 49 different

22

witnesses, all they say is, "X is believed to have

23

discoverable information."

24
25

With respect to the whiting-out issue , your Honor
posed a specific question to the plaintiffs :

Do y ou have a
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2

1

witnes s who will say, "I saw a white-out?"

2

visits back here, and now the paragraph says :

3

someone who will tell me about someone that I don't yet know

4

the name of , who I believe will testify that they saw it .

5
6

THE COURT:

I t to ok us three
Well, I have

Let me focus on that, because you may

be correct, and I may be incorrect .

7

"Counsel believe Ns . Nichols will say that " -- am

8

I reading it correctly -- "FTP provided customers with a

9

right to return product in the third quarter .

FTP

10

instructed the sales people to alter purchase-related

11

documents by deleting the whiting-out references to right of

12

return . "
DONOVAN :

13

}ffi.

14

THE COURT :

15

}ffi.

You have to keep reading.
That is what she said .

DONOVAN :

You have to keep reading I because

16

the final sentence says what she will do is identify

17

witnesses with firsthand knowledge of that .

18

THE COURT :

19

(Pause . )

20

He said, "Ms . Nichols will also identi fy other

21

Wait a minute .

employees or other employees who have firsthand knowledge."

22

She doesn't say that she is relying on --

23

MR. DONOVAN :

24

THE COURT:

25

Your Honor
Don't interrupt me.

Do you

understand?
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3

1

MR. DONOVAN:

2

THE COURT:

3

HR. DONOVAN:

,

I

understand.

You don't like it, do you?
Excuse me, your Honor.
Just understand something.

THE COURT:

Every time

5

you come into this court r think r have treated you with

6

great courtesy, as I should.

7

me the -same courtesy, you're out of here.

DONOVAN:

8

~ffi.

9

THE COURT:

But, if you don't want to show

Excuse me, your Honor.
You can have it any way you want.

10

can walk out the door now and never come back.

11

going to take any discourtesy from you.

12

you have any occasion to be discourteous to me.

13

You

But I am not

And I don't think

And I remind you I think I have been very

14

courteous to you in the many many times you have been in

15

this courtroom, and, if I am wrong about that, then you will

16

tell me.

17
18

If I have been discourteous, I

HR. DONOVAN:
apologize.

19

I didn't mean to interrupt.
THE COURT:

I

don't like people to make faces at

20

me.

21

I can here with this case, as I have with all cases for 25

22

years.

23

may not.

24

Okay?

25

I don't like them to interrupt me.

I

am doing the best

And most people think I do a fair job anyway.

You

But you better keep your feelings to yourself.

MR. DONOVAN:

Yes, your Honor.
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4

THE COURT:

1

2

Now, I will tell you .

I think you

misrepresent to me what is the response .

3

You said that she is just going to identify people

4

who would say that.

The response says she will also

5

identify other percipient witnesses .
Now, I don't kn ow whether she is a percipient

6

I don't know if she can actually say these

7

witness or not.

8

things.

9

says, the statement says, "She will also identify others."

10

But she doesn't say, "1 am relying on others . "

I sn't that what it says?

11

MR. DONOVAN:

12

THE COURT:

Those are the words .
Okay .

Now , I don't know what the

13

music is, but those are the words, and that is all I can

14

look at.
DONO V&~:

15

}ffi .

16

THE COURT:

17

It

May I tell you what the mus ic is ?
No, becaus e I am just looking f o r a

respo nse.

18

I-m. DONOVAN:

19

THE COURT :

Well, y our Honor -All I can do is tell him to write a

I will not write the response .

If it turns out

20

resp o n s e .

21

they have misrepresented, i f it turns out that they violated

22

my order, i f that is the way it turns out as the case

23

proceeds , i f it turns out that is not the case, that she is

24

not g o ing t o say it, couns e l for the plaintiff will have a

25

lot more trouble than you just had .

1 20 I

5
I

}ffi.

2

THE COURT:

DONOVAN:

I agree with that, your Honor.

Okay.

So I can't look behind the

3

response, any more than, if somebody answered an

~

interrogatory, I can't look behind it and say, "Gee, I think

5

they're lying."

6

Not at this stage of the case.

MR. DONOVAN:

All I am relying upon is that

7

statement and the amplification made for it with the

8

plaintiffs' filings, which suggests her knowledge is not

9

firsthand, and the fact, your Honor, which I believe the

10

plaintiffs will acknowledge, that this person was not an

11

employee during the time, and, therefore, could not have

12

been a percipient witness.

13

THE COURT:

If I

find .o ut they have made a total

14

misrepresentation l

I will dismiss the case, and I will

15

sanction the lawyers personally .

16

Do you understand that, Hr . Houlton?

17

HR. MOULTON:

18

THE COURT:

Yes, your Honor .
I will dismiss the case , and I will

19

sanction the attorneys personally, if that is a

20

misrepresentation .

21

HR. MOULTON:

22

THE COURT:

I understand.
I want you to understand my

23

unde r standing is that she is a firsthand percipient witness .

24

That is your representation, that she was told or she was

25

present when the order came out , and that there was to be
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1

whiting -out l

and that she also can identify other people.

2

Is that what you are trying to convey in this?

3

~rn.

4

MOULTON:

you • .

5

THE COURT:

6

HR. MOULTON:

7

to testify to.

Not "I think."

THE COURT:

9

HR. MOULTON:

THE COURT:

Oh l

yes, you could.

Oh, yes, you can .

Insofar as I am concerned, that is

Is that what she told you she is going

to say?

13

HR. DUl-ll\.IN :

14

THE COURT:

15

I can't guarantee what she is going

what she will testify to .

11
12

You better be sure.

No lawyer could do that.

a

10

That is what I think she will say to

Well, in essence, yes.

Not "in essence."

Either she got the

order or she didn't get the order.

16

MR. DUK:;IN :

No.

Your Honor put it either/or .

17

I will tell you specifically . she will testify that she was

18

told that it happened, and that she will identify the

19

persons.

20
21
22

THE COURT:

She was told it happened by somebody

else, or she was told it was okay to do it?
But, she says here:

"FTF provided custome r s with

23

a right to return product, and FTP instructed the sales

24

people to alter purchase-related documents by whiting-out. ..

2S

NO'..,t, either she is a percipient witness to that --

120ct

7

1

in other words, she e i t h e r was told that by the p eopl e in

2

authority or she was s t a nding there when the sa le speop l e

3

were tol d th at .
MR .

4

5

THE COURT :

correct .

Then coun se l f o r the d e fen s e is

You are misrep r e senting t o me.

S

9

She was told that that occurred, your

Honor .

6

7

DU~~IN :

DmL~IN :

MR .

I think not, you r Eonar .

She was

told by FTP --

10

THE COURT :

She can't testify to that.

You

11

wouldn't survive a l-lotion for SUfl"JlIary Judgment on that.

12

couldn't cone into court and t estif y t o that, cou l d she?

r-Ht. DUHAIN :

13

14

I think she could .

I think there are

admissions or statements in in teres t.

15

THE COURT :

They 're not admissions .

I f Johnny

16

told her that Jimmy said something, that is not an

17

admission .

THE COURT :

She was told by FTP employees, who

That is different .

The question was

if something was authorized .

22
23

DU~~IN :

were current FTP employees, this was going on .

20
21

She has got to hear Jinmy say i t to testify .
~rn .

18
19

She

HR . DUMAIU :

The fact it was going on is the

problem .

24

THE COURT :

25

HR . DmL~IN :

Have you deposed this woman?
We have not had the opportunity to
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1

take it.

2

TH E COURT:

3

MR. DONOVAN:

4

No .

I have be e n waiting for her

Okay.

This is your witness on the

name .

5
6

I am asking d efen se counsel .

THE COURT:

white-out?

7

}ffi.

DUMAIN:

Yes, and I believe the defendants

8

have spoken to her, your Honor.

9

THE COURT:

10
11

Is this your only witness?

~ffi.

identify of.

DU~;!N:

THE COURT:

15

fu rther proceedings .

16

take the deposition .
~~.

17

DU~~IN:

What we will do is dispense with any
I am going to permit the defendants to

That would be fine with us , your

Honor .

19

THE COURT:

20

~L~.

21

THE COURT:

22

This is the only witness we know the

What she has consistently told us is

14

18

Is this t he one t hat

is going to get you over the rail on the white-out?

12

13

It doesn't matter.

DONOVAN:

Okay.

Thank you, your Honor.
Now, how much time do you need to take

it?

23

}ffi.

DU~_;IN:

You Bonar , the last time we spoke to

24

Ms . Nichols she said she was going on a trip fo r a coup l e of

2S

months .
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1

THE COURT:

2

}ffi.

3

employed by the company.

DUMAIN:

4

THE COURT:

5

MR. DUMAIN:

6

Your Honor, in fact, she is not

We don't control her.

Where does she live?
I think she said she was going to

Europe.

7

THE COURT:

B

}ffi.

9

She better not .

DUMAIN:

Where does she live, I said.

In Massachusetts

so~ewhere.

I don't

know precisely .
THE COURT:

10

Well, before you leave here I want you

11

to look in your file and give them the address , and give

12

them an opportunity to sunrnons her in for a deposition .

13

14

}ffi.

spoken to her.

15

DUMAIN:

Your Honor, the defendants have

They know what her story is.

THE COURT:

I want to see it under oath, and then

16

I will deal with the Notion for Summary Judgment on that

17

issue, and then we will go further .

18
19

HR. DUM.9.IN:

I'd be happy to have her testimony

under oath.

20

THE COORT:

21

Everybody is happy then.

22

MR. DUMAIN:

23

24
25

You are going to have it.

Hay I make one more observation, your

Honor.
THE COURT:

Okay.

Better be careful, though.

This isn't a morning for observations.

1212
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1

MR . DUMAIN :

What I was going t o say , your Honor ,

2

is that one of the things that she told us was that it was

3

suggested to her by a former supervisor, who is no longer

4

employed by FTP , that she was the key to this whole case,

5

and maybe i t would be better if she didn't remember some of

6

these things .

That is what is going on here.

7

THE COURT :

8

H-~ .

9

DU~~IN :

You can ask her that .

I would welcome the opportunity to

have her testimony .

10
11

Okay .

THE COURT :

Okay .

I want you to find the address,

and I want her deposed.
I am going to get to the bottom of this, and, if

12

13

she wants to be deposed

14

Discovery Master .

15

Do I

16

HR .

17

THE COURT :

anyplac~

else, I will appoint a

have one in this case?
DUMAIN :

No .

I will appoint a Discovery Master to

18

preside at the deposition, and you people will pay 50 - 50 for

19

the Master .

20

certa in l y have the occas i on, because we have had more

21

quibbles in this case already than I would have in ten other

22

cases .

23

And I think I have the power to do it .

And I

As a matter of fact , I don't want you to leave

24

here .

Everybody get together .

Go find her .

25

when the deposition is going to be taken.

And tell me

Okay?

Go .

121 3

11

2

DUMAIN:

~m .

1

I don't want your Honor to direct me

to do something I can't do .

3

THE COURT :

Just giv e him the address .

MR . DUt-lAIN :

I don't have the address .

I have the

5

phone number, the e-mail address, which I know they have

6

also .

7

had it .

I do not have her address .

S
9

THE COURT :

I don't think I have ever

She is the key witness and you don't

know where she is?

10

MR.

DU~lAIN :

Your Honor , she has always been

11

hesitant to get involved more than she is .

12

employee, who may be looking for a job in this industry.

13

This is a former

She has told us an enormous amount of things, but,

14

for example, every time we have asked her to tel l us who at

15

the company --

16
17

THE COURT :
sh e lives?

18

19

You don't know anybo dy who knows where

}ffi .

DU~lAIN :

I don 't know if I do or not.

I can

make inquries .

20

THE COURT:

Let me tell you .

Everybody leave .

Go

21

out in that nice , majestic hallway .

22

building until you come back and report to me that you found

23

her .

24

can , and I will send a marshal out to find her.

25

And don't leave the

If you have trouble finding her , give me the best you

~ffi .

DU~~IN :

I am certain FTP has her last known

1214

12
1

2
3

4
5
6

address .

THE COURT :

I wan t t he depos i tion t a k en , and I

want to b e a ble t o r ead th e transcript when it comes back .

Don't leave the building without reporting bac k to
Ms. Coughlin -- any body .
(Whereupon court was adjourned . )
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1

* * *

2
3

THE CLERK:

Civil Action No. 96-10544, Greebel VS.

FTP Software.

4

THE COURT:

What I'd like you to do is give me

5

just a few minutes.

6

read a couple of things before I start the conference.

7

I will actually excuse you.

I hate to have you just sit here.

I want to

If you want to

8

go outside and enjoy our view, which we have provided for

9

you, you may.

10

Do whatever you want.

minutes to read before we start.

11

(Recess.)

12

THE COURT:

13

Just give me a few

Good morning again.

Thank you for

your patience.

14

Let's start off with the Motion for Partial

15

Summary Judgment on what we would call the "white-out

16

claims."

17

I want to find out from the plaintiffs is why I should not

18

allow the motion.

We discussed those several times, and I guess what

19

MR. DUMAIN:

20

The simple fact is that Trudy Nichols can't be

21

found.

Your Honor, Sanford Dumain.

We have looked, and the defendants have looked.

22

THE COURT:

23

MR. DUMAIN:

How does that save you from anything?
It saves us, your Honor, because I

24

have always believed two things about the white-out

25

allegations:

One is that it is not essential to the claim.
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1

The claim is fraudulently booking sales .

2

related fact, but not the essential fact, and not the fraud .

3

THE COURT:

The whiteout was a

I am just talking about a Motion for

4

Partial Summary Judgment that eliminates what you now say is

5

not even essential.

6

!1R. DUMAIN :

7

THE COURT:

8

You don't have any evidence.

9

I understand.
So why shouldn't I just allow it?

every opportunity to have evidence.

I have given you

You don't have any

10

evidence I could fathom as being admissible, because, even

11

if it is hearsay, you don't even know the person who

12

supposely made the hearsay statement.

13

HR. DUMAIN:

I think, your Honor, that the other

14

part of why it should not be allowed is because of the

15

procedural posture we find ourselves in.

16

allegation became the focus from the start, for a variety of

17

reasons, and it's remained the focus to the point where we

18

had not been allowed to take depositions and we have not

19

been allowed to get documents from third parties .

20
21
22

The white-out

If you remember, your Honor, the heart of the
allegation is that the defendants
THE COURT:

I know, but when we first met, unless

23

my memory is shaky, and it could be, the first meeting or

24

two, it was my impression that the white-out claim was the

25

real smoking gun.

I mean, that was the kind of thing that
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1

was going to make you have a solid case.

2

evidence of that, I was then going to strangle the

3

defendants and get them in a room and make the case get

4

settled.

5

So we focused on that.
MR. DUMAIN :

Once you showed

And it is not there.

I understand we focused on it.

I

6

think, your Honor, though, that the reason it became the

7

focus is because it became Mr. Donovan's example of what was

8

wrong with our initial disclosures.

9

That conference took place quite sometime after

10

the argument ruling on the Motion to Dismiss .

11

the Motion to Dismiss stage, in fact the focus of the

12

Complaint, your Honor, is not the whiteout.

13

about to say about the heart of what that allegation is is

14

that the company was altering files, and altering things so

15

that the auditors couldn't see the improper accounting that

16

was going on .

17

The focus at

And what I was

We have put in, among the evidence that Mr.

18

Moulton and Ms. Gans have put together, other evidence of

19

altered files, such as the fact that letters outlining the

20

company's policy of allowing the terms were not where you

21

would expect to find them, and, therefore, not where an

22

auditor would expect to find them.

23

think is an important examp le.

24

THE COURT:

25

That is an exanple we

But it is the allegations of your

Complaint that we're looking at.

r mean, we're now shifting
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1

from the I-lotion for Summary Judgment to the Motion to

2

Dismiss.

It is, your Honor.

MR. DUMAIN:

3

4

This stuff is not pleaded in your Complaint.
The alteration of

files is pleaded, in a general sense.

5

THE COURT:

Well, in a general sense, but --

6

All right.

Go ahead.

7

MR. DUMAIN:

8

I'm interrupting you.

It is Paragraph 32 of the Complaint,

I believe, your Honor.

9

The word "white out" actually only appears once in

10

the whole Complaint, if I am not mistaken, and that is in

11

Paragraph 45.

12

THE COURT:

Well, let's just say that you are

13

probably not going to persuade me with respect to the white

14

out.

15
16
17

So the white-out claims are gone.
Then, what is left that survives a Motion to

Dismiss as the Complaint is constructed now?
HR. DUMAIN:

May I, your Honor, finish one thought

18

about the white-out allegation, because I rambled myself,

19

and it is my own fault.

20

THE COURT:

21

MR. DUMAIN:

Go ahead.
The heart of the white-out

22

allegation, your Honor, is that they knew something was

23

wrong, and they did this to hide it from the auditors,

24

because the auditors would blow the whistle if they saw it;

25

and, therefore, it became the focus of Mr. Donovan when Mr.
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1

Donovan carne in and said , "Your Honor, I have looked through

2

the company's documents .

3

out .

•

it . "

I don't see any evidence of white

They must have made it up .

Let's see who knows about

I never expected the company documents to show the

5
6

white out, because, after all , it was done to fool the

7

auditors .

8

fooled the auditors, and it wouldn't have made any

9

difference if they were doing it or not .

If it were so easy to see, it wouldn't have

I expected it to have been done so well that you

10
11

couldn't see it in company documents .

12

evidence of it, which we have not yet had the opportunity to

13

do , which is why I think a Rule 56 motion is premature, from

I.

third parties, such as the customers , who will have the

15

original documents , where they wrote in and told us , "We

16

could return it, " and that won't be seen on the company

17

document, and I expected to find it through testimony of

18

company employees, assuming they would testify honestly and

19

completely .

20

my heart .

21

I expected to find

Because I know that it happened .

THE COURT :

I know it in

Well , I like and respect y ou , but I

22

d on ' t know that I c ou l d write an opinion t hat says , "He

23

knows it in his heart , and , therefore, I am goi ng to a l low

24

it . "

25

Refresh my memory on t h e discovery .

Because y ou
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1

were having these problems with discovery, David Berman

2

became your Master.

3

HR.

4

THE COURT:

5

DUMAIN:

Yes.
~vhat

has he done?

Has he permitted

any discovery?

6

HR. DUMAIN :

What

hap~ened,

your Honor, is he

7

permitted initial disclosures to go forward, and those were

8

happening even before Mr. Berman was appointed, and it is

9

from those documents that we have amassed the evidence of

10

fraud.

But there is a lot of discovery we would like to

11

take that we have not been permitted to do, such as we have

12

not been permitted depositions.

13

THE COURT:

14

HR. DUMAIN:

15

THE COURT:

Because of me or because of him?
Well, both.

What I mean is when I give the case to

16

him as a Discovery Master, I pretty much leave it up to him,

17

unless I gave it to him with different parameters.
MR. DUMAIN:

18

Well, there was actually some

19

litigation .over that, your Honor.

20

impression the last time we were before your Honor, and we

21

talked about trying to find Trudy Nichols and getting her

22

deposed, and you said, "Tell you what I am going to do.

23

am going to send you to David Berman and see what he can

24

do."

25

We initially had the

I

We argued before Mr. Berman that your Honor had
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1

meant to give him discretion to do what he thought best.

2

Mr . Berman took the pos iti on , as I rec all it , your Honor,

3

that he was somewhat bound by what y our Honor had said ,

4

which was that, "The first thing we are going to do is get

5

Trudy Nichols deposed."

6

THE COURT :

I don't blame him for thinking that,

7

because my memory is that is what I focused on, and I

8

fi gured that would either be a very red hot piece of

9

evidence or, if i t doesn't exist, then we stop talking about

10

11

it.
MR. DUMAIN:

And what happened from there, your

12

Honor, is at one point he said , I believe in a written

13

order, "You have to show changed circumstances to get around

14

that being the first thing you do."

15

So what we have done since then, your Honor, is

16

going about our business of trying to show the changed

17

circumstances.

18

the initial discl os ure we got from the d efendants we have

19

amassed what we think is an overwheling case of f raud.

20

that is something we hope to go back to Mr. Berman with and

21

say, "All right.

22

changed, of course, is that Trudy Nichols -- I think

23

understandably, but it is now outside of our control

24

now employed o ut at sea , a nd she just d oesn't have an

25

a ddress , doesn't have a phone , and she doesn't return my

And I think what has changed is that from

That's a change.

And

And what has also

is
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1

c a lls anymore.

2
3

THE COURT :

How many depositions do you foresee

taking?

r know that my own preferance , and I

MR . DUMAIN :

4

5

And we just can't find her ."

think your Honor's also
THE COURT :

6

I d o n't mean to sound pedantic when I

7

say this , but you are supposed to have a case before you

8

come here.

9

you can make o ut a case.

You don't corne here and then step by step see if

10

MR . DUMAIN :

11

If you step back a minute and look at where we

12

And we did.

are, we had a Complaint - -

13

14

No question , your Honor .

THE COURT :

Answer my question .

depositions are you talking about?

15

MR . DUMAIN :

No.

How many

Two , 1 , 000?

Certainly not I , OOD , your Honor .

16

My

17

a few, and see if we needed more , and see if Mr . Berman

18

could help us determine the scope .

~ope

was to start with a few and see where we were after

19

Certainly I know who I want to start with .

20

THE COURTR :

Who do y ou want to start with?

21

MR . DUMAIN :

A gent l eman by the name of Er i c

22

Mikisch, M- i - k - i - s - c-h .

He was the direc t or of American

23

sales for the company during the class period .

24

some of the letters .

25

THE COURT:

He wrote

For the d efendant?
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1

HR . DUMAIN :

2

THE" COURT :

Yes .
Who else?

3

this through?

4

discovery schedule you want?

5

I mean, have you thought

Have you thought through what kind of

MR . DUMAIN :

We thought it through up to a point,

6

your Honor, and this is the two caveats that we had not

7

through through completely :

8

want to take the depositions of non- party customers .

9

problem that we will face there is that a lot of them are

The first is it may be we will

10

not American companies , and that , of course, becomes a

11

cumbersome process .

12

a few company people and then see what we had to do .

13

The

So what I wanted to do first was depose

We also submitted with our response to the Motion

14

for Summary Judgment, your Honor , a list of eight people who

15

we would like to depose in the first instance, starting with

16

Mr . Mikisch, and there are several people under there, some

17

of them non - parties .

18

THE COURT :

19

MS. ROFFLE :

20

Do you want to be heard?

Anybody?

Your Honor, i f we could be heard on

this briefly?

21

THE COURT :

22

MR . DUMAIN :

23

THE COURT :

Go ahead .

We l l ---I'll hear you again .

24

a rest and then you can respond .

2S

MR . DUMAIN :

I

wil l give you

Thank you.
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1

MS. ROFFLE:

Your Honor, the reason that we

2

focused on the white-out claims in the first instance was

3

because your Honor practically ruled that the white - out

4

claims were what saved the plaintiffs in the Motion to

5

Dismiss .

6

THE COURT:

7

MS. ROFFLE:

I know I said that.
Well, it is legally true .

And, if

8

you look at the Complaint , your Honor, there is not a single

9

specific fact alleged to have occurred during the class

10

period tha t c o uld possibly give rise to any inference that

11

there was fraud.

12

securities case, as we have briefed amply in our original

13

Motion to Dismiss papers .

14

important that the plaintiffs demonstrate in their initial

15

disclosures and on its partial Summry Judgment Motion that,

16

in fact they had a basis to come in and ask for discovery at

17

all.

18

And, without that, this case is just not a

And that is why it became so

They have simply not put forward any evidence

19

suggesting that they had a firsthand witness with knowledge

20

of white outs that should enable them to get over the rail

21

and go forward with discovery here .

22

THE COURT:

He says that is only part of his

23

allegation.

24

page 32, and the rest of the Complaint takes care of that .

25

What do you say about that?

MS. ROPPLE :

He says that is

Your Honor, with respect, there are
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1

numerous paragraphs in the Complaint that speak to the

2

white-out allegation, and I have taken the liberty of

3

preparing a list, if you are interested in seeing it.

4

there are at least five paragraphs in which the white out is

5

alleged.

6

But

In fact, in the plaintiffs' original opposition to

7

the Motion to Dismiss they conceded that, without the white

8

out, they would befall the same fate as the case V. D.

9

Kimberly of Californ ia, a case which this law firm also

10

brought, and which is virtually identical to the claims

11

being made here.

12

t hese

LS

They said what saved them from the fate in

that they had specific white out allegations.

13

THE COURT:

14

MS. ROPPLE:

I think I remember that.

Now they come in here now and they

15

try to rewrite the whole history of th e case.

They t ried to

16

get over the rail and get a right to discovery by

17

emphasizing this white-out claim again and a gain and again;

18

and now, when finally put to the test, after having

19

two-and-a-half years to find evidence on this point, and

20

having access to over 500,000 pages of FTP's documents,

21

including all the invoices and all the distributor orders,

22

which they claim in their Complaint, specifically at

23

Paragraph 45, were the documents that were altered, not some

24

letter that happened to be missing from an invoice file

25

that is not what they allege -- they have had access to all
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1

of that and they still corne in and say,

2

"No evidence."

Now, in light of that, their plea for discovery, I

4

5

Let me ask you this question.

8

at at least one person in your company -- in other words,

9

this gentleman that he mentioned who is a sales manager or

10

something like that.

11

MS. ROPPLE:

I don't believe that that is

12

appropriate here at all, because just they simply haven't

13

shown that they have anything to get over the rail that

14

entitles them to discovery.

15

litigation that the PSLRA format was implemented to avoid.

16

People shouldn't be able to come in here on the basis of

17

nothing , and then get access to people and documents.

18

Now, they have already had enough.

19

Enough is

enough.

20

THE COURT:

21

MS. ROPPLE:

22

THE COURT:

23

MS. ROPPLE:

24

THE COURT:

25

This is exactly the kind of

chance.

Well, they --

In any event
Wait.

Wait.

I'm sorry.
You are doing fine.

Just give me a

I know it's tough to have me interrupt you, but, if
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1

I don't interrupt you, then I will forget what it is I

2

wanted to ask you.

3

They do allege, don't they -- or do they, I should

4

say -- they do take the position that during the automatic

5

discovery they found at least one outright

6

end-of-the-quarter, right - af - return transaction that was

7

improperly recorded as a final sale, three other

a

questionable transactions recorded as end - of - the - quarter

9

final sales, don't they?

10

11

MS . ROPPLE:

What about that?

Your Honor, that has nothing to do

with the white out.

12

THE COURT:

No, but I'm sort of shifting.

Suppose

13

you're right about the white out, and the white out is out.

14

That doesn't mean the whole Complaint is shot, or does it?

15

MS. ROPFLE:

16

THE COURT:

I think it does, your Honor .
Even though the pretrial discovery

17

has -- in other words , shouldn't they have a chance to

18

amend , based on the automatic disclosures?

19

H5 . ROPPLE:

First of all, I think whatever these

20

handful of transactions they managed to cull from the

21

thousands of transactions that FTP entered into i n 1995

22

mean, the best they could do is come up with the handful.

23

And, if you look at what this handful of transactions is, it

24

is not fraud.

25

So what .

I

At best , it is the right of return on a sale.

One sale, out of thousands , worth $750 , 000.

That
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1

is not securities fraud .

2

What they need to allege, in order to have

3

discovery, is definitely specific facts evincing fraud, and

4

not one of these transactions that they allege here in their

5

opposition papers does that.

6

even support the story these

7

Most of the documents they put in, your Honor, suggest

8

simply that there were invoices issued by FTP on the last

9

day of the third quarter and that those invoices weren't

In fact, the documents don't
pl~intiffs

tell, in large part.

10

paid at the end of the year.

11

revenue recognition issue that is alleged in their Complaint

12

is determined on the date you issued the invoice.

13

doesn't matter whether or not it is ever paid.

14

kind of an apples to oranges comparison to begin with.

15

It doesn't matter.

The

It

So it is

In addition, the simple fact these bills remain

16

unpaid is not fraud.

There could be a million benign

17

reasons why these folks didn;t pay their bills on time.

18

There is no evidence in the record, and they have put in

19

none, that any of these distributors or resellers that they

20

have named had a right to return or had any obligation not

21

to pay.

22

meaning of FTP;s documents, which is incompetent anyway.

23

And I don't believe a leave to amend at this point would be

24

appropriate, your Honor , because it really turns the whole

25

process here on its head .

It is just simply their statements about the
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1

The point of 9{b), the particularity of the

2

pleading of the parties, and the point of the format is that

3

the plaintiffs have to have enough specific facts of fraud

4

to come into this court and get over the hurdle and subject

5

our client, FTP, to all the burdens and the expense that

6

discovery imposes, especially, as the plaintiffs point out

7

here, what they're seeking to take is 32 depositions, if you

8

look at their Requests for Discovery and their papers, your

9

Honor.

10

That is three times the limited depositions

permitted under the local rules.

11

These are depositions of customers allover the

12

world.

It will clearly disrupt the business of FTP.

13

will be expensive.

14

and difficult logistically.

15

evidence to let them get over the rail to do that.

It

It will be burdensome, as they admit,

Okay.

And they just haven't shown any

16

THE COURT:

17

MR. DUMAIN:

18

There is a lot I want to say because there is a

I do.

Do you want to be heard again?
Thank you, your Bonar.

19

lot of what you just heard that is not really consistent

20

with what we have said we wanted to do here.

21

Your Bonar, I think our memories of what

22

transpired with the white-out allegation have converged

23

quite a bit, and it has become the focus, and it became the

24

focus because Mr. Donovan wasn't happy with our initial

25

disclosures the first time we met after your Honor sustained
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2

the Complaint.
THE COURT:

In fairness , let me just say this:

I

3

don't feel bound by any offhand comments that I made several

4

months ago, or whenever it was, but I do remember the

5

circumstances.

6

When I say "1 don't feel bound," I don't feel the

7

fact that I said, "If it weren't for the white out, I'd

8

dismiss the case."

9

certainly are entitled to withdraw the comment before we

10

Judges say things like that, but we

make an indelible mistake .

11

So, instead of going into the history of it, and I

12

certainly do recall jumping on the issue, and as much to see

13

whether you had a case, for purposes, as I said before,

14

candidly, "If you have that kind of smoking - gun evidence, it

15

seems to me you are in a position to let's get everybody in

16

a room and see if we can settle it, instead of spending

17

millions of dollars on litigation."

18

help or hurt anybody.

19

evidence that would cause people to resolve the case.

20

So I wasn't trying to

It was to try to see if that was

Now, you don't have

~he

white-out evidence.

So,

21

for whatever value it was to your Complaint, I think it now

22

is zero in my mind, as we discuss this today .

23

The issue is should I dismiss the whole Complaint.

24

And counsel just argued that I should.

25

want to focus on that.

And I take it you
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MR. DUMAIN:

2

THE COURT :

3

I

am happy to do that, your Honor.

Well, I would think you would want to,

and I will give you all the time you want to do it.

4

MR. DUMAIN :

Thank you.

S

It's astounding to me that a defendant would argue

6

that they can recognize revenue on sales.

And it is not

7

just one sale .

B

would like Mr. Moulton to speak to the evidence that he has

9

taken the lead in compiling to show what fraud there

If I may, when I am finished, your Honor, I

10

actually is at this company .

But it is astounding to me

11

that they can take the position that they can recognize

12

revenue, put it in a quarterly report filed with the SEC,

13

have the individuals at the company sell millions of dollars

14

worth of stock while the stock is high, based on these

15

reports, and say, "It doesn't matter if we ever get paid."

16

THE COURT:

I don't think she said that.

17

MR. DUMAIN:

She said that, your Honor.

18

MS. ROPPLE:

No.

19

THE COURT:

20

I take it what she said was that at the time that

She didn't say that.

21

information was put into the report that there were sales,

22

and from the perspective of that snapshot at that moment, it

23

doesn't matter

24

matter -- but, as a legal question, it is not relevant that

25

maybe six months from now they didn't get paid.

the legal question, not that it doesn't
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1

Because, you see, if you make the other arg.ument,

2

then you could never really put things in your report",

3

because you'd always have to have the check, have it cleared

4

the bank .

5

that just talks about accounts receivable would be subject

6

to challenge.

7

Otherwise every kind of statement

MR. DUMAIN:

~n

a report

Your Honor, I don't think it is a

I think it is an accounting question, and,

8

legal question.

9

therefore, a fact question.

The accounting rules are clear
You cannot recognize revenue if

10

about this sort of thing .

11

there is significant contingencies, and the accounting rules

12

are clear
THE COURT:

13

I'm going to interrupt you

All right.

14

again.

15

about was the fact they didn't get paid.

16

talking about contingency agreements that say you don't have

17

to pay if you don't want to .

18

But that, again, gets to the white - out thing, because you

19

don't have any contracts that say you don't have to pay.

Contingencies is one thing.

20

MR . DUMAIN:

21

THE COURT :

22

MR. DUMAIN:

What she was talking

And I am not

That maybe something else.

Oh, no .

I

do.

You've got one .
No.

I've got a letter from Mr .

23

Mikisch where he's writing to a customer where he says

24

Let me read it, your Honor .

25

~Please

let me clarify FTP Software's pol icy on
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1

the return of product and merchandise .

2

other terms and warranties, FTP Software typically allows

3

large or frequent customers to return product without

4

contingency within 90 days of receipt of order .

5

frequent customers generate over S100,000 per year."

6

talks about this particular customer.

7

THE COURT :

8

MR. DUMAIN:

9

Above and beyond all

Large and
And it

What is fraudulent about that?
If you recognize revenue on a sale ,

and you're telling the customer, "You can return it within

10

90 days for any reason," that violates FAS 48.

The

11

accounting rules are clear.

12

Malone case out of the Fourth Circuit all but says it's a

13

per se lOeb) (5) violation.

14

revenue.

15

surprise.

The cases have said it.

You can't recognize that

The fact that they never got paid is not a

16

THE COURT :

17

Is it Ms. Rundle?

18

MS. ROPPLE:

19

THE COURT:

Stop right here.

Ms. Ropple.
Ropple.

Thank you.

20

fault.

21

her, but her handwriting is terrible.

That is not your

Zita has terrible, terrible handwriting.

TEE CLERK:

I'm sorry.

23

THE COURT:

What do you say about that?

25

focus on that.

I love

(Laughter.)

22

24

The

Just

I just want to take it a piece at a time.

MS. ROPPLE:

Well, first of all, there is no
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1

evidence that any of the transactions, with the exception of

2

this one, was a contingency transaction, as they identified.

3

So I think your Honor is correct in saying there is just

4

one.
THE COURT :

5

Well, except, except, and I don't have

6

it in front of me, but, as I recall, what it says is it says

7

that:

8

return available to big customers, those over $100,000.

9

Is that the basis of what it is?

10

It is the policy of this company to have a 90-day

MS. ROPPLE:

That is what the letter says.

Now,

11

this letter is just an isolated letter, and, assuming

12

arguendo that that is the policy of FTP, which I don't think

13

it is, but that is outside of what we're looking at now,

14

the fact you grant the right of return on a sale says

15

nothing about whether or not you recognize the revenue on

16

that particular sale.
THE COURT:

17

So I think they have not set it up.
Well, he says there is some case, and

18

I don't pretend to be familiar with it, that is right on

19

point that that violates accounting rules.

20
21

MS. ROPPLE:

your Honor, assuming that, that is not securities fraud.

22

THE COURT:

23

know?

24

say so.

25

Even if it violated accounting rules,

Well, first of all, does it, if you

If you don't know the answer to the question, just

MS. ROPPLE:

I personally do not know the answer
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1

to that question .

2

THE COURT :

3

Do you have the citation someplace?

4

MR.

5

DU~~IN:

THE COURT:

7

MR . DUMAIN :

I am looking for

Have you already given it to us?

Yes .

It is in our memorandum in

oppositen to this motion.

THE COURT :

9

10

I do, your Honor.

So, okay.

it now .

6

8

I don't know either .

All right .

David , you will remember

that .

11

LAW CLERK GRABLE :

12

MR . DUMAIN :

what memorandum is that?

It is plaintiffs' Memorandum in

13

opposition to Defendants' Motion for Partial Summary

14

Judgment and Renewed Motion to Dismiss .

15
16

I have the citation, your Honor .
the memorandum .

17

THE COURT :

18

LAW CLERK GRABLE :

19

THE COURT:

20

MR . DUMAIN :

21
22

It is Page 4 of

Make sure you get the citation .

All right .

What is the citation?

It is Ma l one vs . Microdyne

Corporation , 26 F . 3d, 471 at 478 , Fourth Circuit , 1994 .
And, your Honor , just so your Honor has the

23

complete line of cases , there is a footnote following that

24

citation where we cite many cases from District Courts that

25

say , in essence , t he same th ing .

1231

22

May I just read you a quote from the Fourth

1

2

Circuit, your Honor?

3

4

MR. DONOVAN:

Hs. Ropple just asked me to address

briefly the accounting point, your Honor .

S

Your Honor f

there is an enormous literature on

6

revenue recognition.

7

revenue recognition in the software industry in particular.

8
9

There is an enormous literature on

I believe, and I am calling on memory in a
different case, there is Accounting Principles 91.1, which

10

is an aO-page document addressed to all the different issues

11

about revenue recognition and the accounting for software

12

transactions.

13

This issue of whether a Complaint alleging

14

securities fraud may be predicated upon alleged accounting

15

irregularities, in particular with respect to revenue

16

recognition for software, has been litigated throughout the

17

country.

18

Judge Young recently issuing a ruling in a case called

19

"Markham."

20

Host judges -- in fact, in this district you have

I am trying to think .

I don't think there is

21

another one in this circuit.

Actually, Judge Harrington, I

22

believe, in Discrete Logic, I think, addressed it briefly .

23

And Judge Woodlock definitely did address it in allegations

24

of revenue recognition by what the plaintiffs and what their

25

Complaint originally called "channel stuffing," the notion
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1

that a software distributor or software manufacturer would

2

stuff the distribution channel, record the revenue early,

3

even under circumstances where the distributor had no

4

obligation to pay .

Judge Wood look ruled that a sale is a sale is a

5

6

sale .

7

recorded, whether this quarter or next quarter, a sale is a

8

sale is a sale, and, therefore, you can't call it fraud in

9

this instance.

If there is an issue about when it should be

10
11
12

THE COURT:

Unless you had this white - aut - type

evidence.
MR . DONOVAN :

Correct.

What the cases ultimately

13

hold, and you can see how with this voluminous literature it

14

would be this way, is a Complaint has to distinguish between

15

purposeful fraud in when you record and how you record, and

16

what otherwise could be a difference in accounting jUdgment.

17

When questions of recognition and timing and what

18

you recognize and why, what are the contingencies and why,

19

what the volumne is and why, are involved, you necessarily

20

or frequently may have questions of accounting judgment .

21

And what the cases have done is distinguish between

22

allegations that are sufficient to permit a strong inference

23

of scienter and purposeful fraud -- knowing, conscious

24

misbehavior

25

in judgment.

and what may otherwise be just a difference
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1

If you go back to this Complaint --

2

mean to take this away from Ns . Ropple .

3

great job.

4

THE COURT :

S

1{R. DONOVAN:

And I don't

She was doing a

She was doing a great job .
I remember arguing on the Motion to

6

Dismiss about this point.

And you are exactly right.

7

Judges can't be tagged with stray comments .

8

recall, the timing of the Motion to Dismiss was

9

approximately a month after the First Circuit ruled on y o ur

But, if you

10

decision in Digital, which I was also involved with .

11

remember it .

12

this white out, isn't this Digital?"

13

just had Digital and Serabian .

So I

And you came out and said, "You know, but for

And at the time we had

14

If you looked at Paragraph 32 of the Complaint, it

15

says they were fraudulent because they recorded as sales (a)

16

warehouse shipments, (b) they excessively discounted, and

17

(c) they stuffed the channel, pulling in revenue from one

18

quarter to another -- sort of robbing Peter to pay Paul - -

19

and, (d) , the channel stuffing I just mentioned , inducing

20

the distributors to buy now for the right of return .

21

What I argued then , and what I thought you

22

unde rs t ood, "a s reflected in your dec ision on the motion, was

23

Digita l says , a nd Se ra bian says:

24

transact i on , i f yo u can ' t say what c u s t omer was the

25

war e house shipment, how much, how much wa s invo lved , when it

If y o u can ' t identify the
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1

was recognized, if with respect to excessive discount, what

2

is the discount, what is the customer, how much , how much

3

was lost, what would the revenue have been, if you can't

4

with respect to channel stuffing say what distributor did

5

you send to, what invoice -- all that up front -- because

6

tho se things were up front in Digital and Amoskeag , then you

7

have not crossed the threshold that the PSLRA imposes, and

8

you have not crossed the threshold of Rule 9(b) .

9

can't identify the transactions in advance, and put them in

If you

10

your Complaint to permit the inference of fraud, that is not

11

e no ugh .

12

And what we have here is the allegation on top of
That was the sinister feature , if you

13

that of whiting out .

14

will, of this Complaint, that, with respect to specific

15

transactions they claimed specific evidence that a directive

16

had been made to a specific employee to white out, to hide

17

fr om the auditors .

18

call the "ordinary allegation s , H allegations that have

19

unfortunately seeped into these kind of cases in the

20

software industry.

21

And what we were left was what I will

Well , we now have one document, and Ms . Ropple was

22

just right , we started upside - down .

If you looked at

23

Serabian and you looked at Di git a l and you looked at those

24

cases and looked at the issue of accounting misjudgment or

25

questions of judgment and sai d , " Is that fraud? " y ou
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1

wouldn't see it .

2

white out that affects the pleading, but wasn't there .

3

that is what got them to search through 30,000 invoices, 80

4

boxes of documents, 500 , 000 pages of documents to find --

5

What was it?

But you have the sinister allegation of

6

MS . ROFPLE:

7

MR. DONOVAN:

But

Three .
And , from that, to make an argument

8

that one word, "policy," turned into one customer, is

9

sufficient to back up what he tells you in Paragraph 32(a) .

10

Unfortunately , this case got off on the wrong

11

foot, I think, with that.

12

to support what is now claimed to be the essence of the

13

Complaint, because we started out with the white - out

14

allegation becoming sufficient to trigger discovery.

15

Because we only have the evidence

It is ironic that a defendant is in the unusual

16

position in a securities case of having to expose its files

17

to find fraud under circumstances when there isn't evidence

18

in the first place to support an allegation of fraud .

19

We used to argue in these cases befor e the Reform

20

Act , which imposed an automatic stay of discovery, that a

21

plaintiff should not get discovery up front without testing

22

the merits of the Complaint , because , if a defendant

23 ·

revealed its files , and a diligent search through hundreds

24

of thousands of account i ng records yielded something to

25

permit them in the Complaint , that discretionary decision to
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1

permit discovery would be effectively unreviewable.

2

could a Court of Appeals ever say,

3

imprudent to allow discovery and abuse of discretion when

4

what they found was fraud?"

S

Their case has been turned upside-down where the white-out

6

allegation has allowed the recovery of invoices from which

7

an argument is now advanced that was not there in the first

8

place.

9

judge was

That is what you have here.

I hope that addresses your accounting issue, which

10

is what I really wanted to do.

11

THE COURT :

12

"Well a

How

Thank you.

Do you want to be heard any more on

that?

13

MS. ROFPLE:

There is just one point of

14

distinction that, your Honor, what was found here, that was

15

not fraud.

16

I just think we should underscore that.
what they found here was, basically, nothing,

17

after combing through all those files.

18

the plaintiffs to amend at this point -- two-and-a-half

19

years after they brought the case initially -- giving them

20

every opportunity to develop whatever evidence they could,

21

based on our files, is not right.

And I think allowing

22

THE COURT:

23

MR. DUMAIN:

2.

Mr. Donovan is very skillful when he says things,

25

Go ahead.
Thank you, your Honor.

and he almost has me convinced .

But he is wrong on so many
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1

fronts that I am not even sure where to start .

2

THE COURT :

3

MR. DUI.fAIN:

Take your time .

I remember what the argument was on

4

Judge Woodlock's case.

5

be Discrete Logic, but I am not sure .

6

centerpieces of Defendants' Motion to Dismiss.

7

opinion that Judge Woodlock had written that said channel

8

stuffing is not fraud .

9

I don't recall the cite .

It might

But it was one of the
It was an

And Hr . Donovan went on and on and on about that,

10

and he just did right now what he did at the Motion to

11

Dismiss.

12

He left out the fact that Judge Woodlock said
Judge Woodlock didn't say,

"This is not fraud

13

because we don't have whiting out or other evidence to cover

14

it up .

15

don't have things that are fraud, like consignment sales . "

16

That is what this case is .

17

Woodlock said was fraud that he didn't have in that opinion .

18

H

Judge Woodlock said,

"This isn't fraud because we

This is the case that Judge

And that is what the Malone case says .

The Malone

19

case says, "We cannot find a single precedent holding that a

20

company may violate FAS 48," wh ich is the account i ng r ule

21

we're talking about , " and su b stantially overstate its

22

revenues by reporting consignment transactions or sales

23

without running afoul of Rule lO(b) (5) ."

24
25

THE COURT :

Is a 90- day r etu r n policy a

consignment sale?
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1

2
3

HR. DUMAIN:

I f there is not an obligation to pay,

an absolute obligation to pay -THE COURT:

That letter doesn't say there is no

4

obligation to pay.

It says, "Because you are a good

5

customer, we're going to treat you specially.

6

to let you send it back . "

7

consignment sale .

8

MR. DUMAIN:

9

THE COURT :

We're going

But that is not the same as a

It is, your Honor.
Is it?

I mean, I presume there is

10

going to be a definition of "consignment."

11

definition would be that consignment is when you put

12

something in the hands of somebody else with absolutely no

13

obligation to pay, unless there is a sale, and then you get

14

your money when the guy that you gave it to gets his money.

15

Not a 90 - day return policy .

16

MR. DUMAIN :

My poor

Well, the accounting literature is

17

unambiguous about this, and Mr . Donovan referred to 91 . 1,

18

which deals specifically with the high - tech industry , and

19

recognizing revenue with software .

20

put in place is because it is so easy to ship a disk , that

21

it is easy to say, "He r e , take the disk .

22

you like it . ;'

23

And the reason it was

Try it .

See how

But there were special rules that we r e put into

24

place for accounting for revenue in the software i ndustry .

25

And the r ule is clear that there has to be an absol ute
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1

obligation to pay without any contingency, without, "Return

2

it if y ou don't like it,H without, HReturn it if you don't

3

sell it.

4

that's there, that's okay, but you can't book it.

Return it for whatever reason you want."

THE COURT:

5

Are you

And, if

telling me, and I am not

6

questioning you, I want to make sure I understand your

7

position, are you telling me that the rules are such that,

8

if you can return for any reason within a finite period of

9

time, that the person recording that transaction can't

10

record it as a sale?

11

12

~ffi.

That's a significant contingency, if

there's an absolute right of return like that.

13
14

DUMAIN:

THE COURT:

For any reason?

I mean, what about a

defect?

15

HR. DUMAIN:

That is what I was about to say:

or

16

you have to book a sufficient reserve to offset that, which

17

they didn't do either.

18
19

What companies do with defects is they have
reserves on the books for warranty returns.

20

THE COURT:

What if people just don't like it?

I

21

mean, there is almost nobody who is in business today who

22

doesn't let you return something, and it may be you don't

23

get your cash back, and it may be that you get a store

24

credit.

25

But it just seems to be foreign to everything that has come

I don't mean to trivialize it in the retail sense.
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1

to my attention.

2

right.

But that doesn't mean that you are not

MR. DUMAIN :

3

Hell, the reason it is different,

4

your Honor, is that

5

are returns all the time .

6

that circumstance, based on their history, and based on

7

their good-faith analysis of their financial condition, to

8

give a good - faith estimate of what the returns will be, so

9

that if you're booking the sale , you're booking an offset

10

Let's take an industry where there
A company has an obligation in

account, so that it is not inflating the bottom line.
All FTP was doing was sending out product,

11

12

sometimes not even sending out product .

13

today, your Honor, I hope you will give Mr . Moulton a chance

14

to explain some of the evidence of the fraud, because some

15

of the sales they were booking were for product that didn't

16

even exist yet .

17

about.

18

I.

That is the sort of thing we're talking

But, you can't book the sale i f there is no clear
obligation to pay at the time you book it.

20

THE COURT :

21

MR . DUMAIN :

22

THE COURT :

23

basis for it .

24

MR .

25

Before we're done

DUMAIN :

Who is going to testify to that?
That is an expert matter .
Well, there has to be some factual

Well , the factual baasis is Mr .

Mikisch's letter saying what the company's policy is.
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1

2

THE COURT :

You said they're selling stuff they

haven't even got.

3

HR. DUMAIN :

It's in the documents.

4

HS. ROFPLE:

Your Honor, may I address just that

5

one element?

6

THE COURT:

7

HR. DUMAIN :

8

THE COURT:

9

HS. ROPPLE:

Yes.
Well

No.

I want her to address that.

In their papers they identified a

10

transaction, your Honor, with a reseller distributor known

11

as Affina Telefonica .

12

had been invoiced by FTP that was not expected to be

13

developed for another month, and that we recognized revenue

14

on that transaction.

15

And what they allege is that product

That is what they alleged .

What they failed to do is, first of all, let you

16

know that in the Complaint there is not a single allegation

17

that we ever -- FTP ever recognized revenue for sales of

18

product that did not exist.

19

This is an improper attempt to amend their Complaint again.

20

And it should not be considered.

21

This is a brand new allegation.

But, even if it is, what they also failed to bring

22

to this Court's attention is that they selectively did not

23

produce documents to this Court that were in the invoice

24

files that showed, in fact, the product did exist, that it

25

existed prior to the date the invoice went out, and that it
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1

was in the hands of the customer at the time that revenue

2

allegedly was recognized .

3

And so that one transaction on which they are

4

putting so much emphasis here falls very short on a quick

5

glance of the documents .

6

7

l.ffi . DUMAIN:

can I move on?

S
9

I know Mr . Moulton would like to respond.

THE COURT :

MR . MOULTON :

11

MR. DUl.fAIN:

THE COURT :

14

MR . MOULTON :

I would love to respond, your Honor.
Let

t·rr .

Houlton do that, and then I'd

Go ahead .

Affina involved the posting to sales

of --

16
17

This is your

like to continue , if I may .

13

15

Whatever you want to do .

time .

10

12

Would you like a response to that, or

THE COURT:

Say it again .

I missed the first

part .

18

HR . HOULTON :

Affina -- it is A- f - f - i - n - a --

19

Telefonica, which is a Spanish company .

20

aggregate of $1 , 1 40,000 was posted on September 29, 1995 ,

21

just at the end of the third quarter .

22

income as part of the third - quarter report when this stock

23

was sold.

24
25

A sale in the

It was included as

Affina was wi th respect to a product , which in the
purchase order was identified as a product called "Explore"
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1

-- I think it ...·as Explore Version 1 -- customized for

2

Telefonica.

3

customized, did not exist at the time that those sales were

4

posted; and, insofar as I can determine, didn't exist as of

5

the close of the year, because it was in what they called

6

the "beta stage ," which was being developed.

7

The product, as customized, Explore, as

How, it's been said that there is nothing in the

8

Complaint that says anything about this, that this is an

9

entirely new type of theory, that is to say the noo-

10

existent product.

Well, if you look at Paragraph 31 of the

11

Complaint, and I will read it .

12

"Because FTP was attempting to develop and install several

13

newer, more recently developed technologies during the class

14

period, the company was experiencing numerous difficulties

15

in bringing systems on-line at customers' facilities .

16

such technological 'bugs' were worked out of the system, the

17

customers were relieved of any obligation to pay," while

18

this product was being customized, "or they refused to pay,H

19

which Affina didn't do because it didn't have to, "but the

20

sales of the systems had already been reflected on FTP's

21

books as revenue," that is to say $1,140,000, "and

22

receivables at the time of shipment ."

23

even shipped .

24

licensing of software subject to significant customer

25

acceptance criteria or cancel l ation privileges, such revenue

It is Paragraph 31(£)(ii):

While

This product wasn't

"To the extent FTP recognized revenue on the
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1

recognition would have been improper under generally

2

accepted accounting principles until such contingencies were

3

resolved . "

4

That is what the Complaint says, and the facts

5

with respect to Affina fall within that provision of the

6

Complaint .

7

THE COURT :

8

MS . ROFFLE :

9

an

How do you respond to that?
Your Honor,

I don't believe there is

allegation in Affina -- what they are saying is that we

10

deliberately invoiced for a product that didn't exist.

11

far as my understanding of that goes, it is that this

12

product was sent in August of 1995, well before the invoices

13

were issued at the end of September, and that the product

14

that was sent down was, in fact, a demo version, but that

15

the demo version required basically nothing to be

16

customized.

17

And Affina wanted the right to be able to license that

18

product at different sites .

19

their hands.

20

we're talking $1,000,000 here -- it is not material .

21

even if this is what they want to hang their hat on, it is

22

not going to get them there .

23

material as a 37 . 123 revenue earnings for that quarter.

24

I just think this is a desperate effort , your

25

It was a developed product.

As

It was being used.

So this product was already in

And , in any event , the amount at issue
So

A million dollars is not

Honor, at this point t o come up with something to save a

1251

36

1

Complaint.

The Complaint had to have the stuff in it in the

2

first place.

3

THE COURT:

4

MR. DUMAIN:

Okay .
Your Honor, the one thing that the

5

First Circuit's opinion in Digital says that is instructive

6

about all this is the First Circuit said that:

7

it is, but we can't expect plaintiffs' pre-discovery to

8

plead evidence.

9

First Circuit's opinion in Digital.

9{b) is what

That is almost a verbatim quote from the
They go on to say:

We

10

won't let plaintiffs plead fraud by hindsight but nor can we

11

expect them to plead fraud with complete insight.

12

And we have put in, I think, given the discovery

13

we've had, a mountain of evidence indicating a lot of fraud

14

that went on in that company in material amounts.

15

an analysis that showed earnings going from 17 cents to

16

seven cents per share.

17

We put in

I that is material in anyone's book.

And the defendants' response to everything we

18

bring up is a hypertechnical, "Well, the Affina transac tion

19

is not in the Complaint, your Honor . "

20

Listen.

21

as one can expect, but we weren't burglars.

22

the company documents .

23

Well, of course not.

I mean, our investigation, I think, was as thorough

THE COURT:

We didn't have

But the argument th at Mr. Donovan

24

makes is that you wouldn't have had the company documents,

25

if it were n ' t f or the allegatio n about the white out .

And I
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1

am supposed to look at the Complaint as you filed it.

2

think that is what he is saying .

3

HR. DUMAIN:

I

But , you know , your Honor , there is

4

something very clever about that, and what's clever about

5

that is that we had a good - faith basis to allege the white

6

out .

7

that .

8

spoken to .

9

corroborated by a lot of people and that were not

There is not a scintilla of doubt in my mind about

Trudy Nichols was as credible a person as I've ever
She told us a lot of things that were

10

corroborated by the documents .

11

THE COURT:

12

MR . DUMAIN :

13

That's true, but I still believe I

had a good - faith basis to allege it .

14
15

But she didn't tell you who told her .

THE COURT:

I am not challenging your ethics , but

I think I gave you a big scratch on that one .

16

MR . DUMAIN :

But , once we have a Complaint that is

17

sustained , we're entitled to initial disclosure, and if

18

there is evidence of fraud , which I think there clearly is

19

here -THE COURT :

20

It was sustained, but it was sustained

21

because I wanted to give you a chance -- and I don't know if

22

"sustained~

23

Dismiss . "

is the right word -- I denied the Motion to

24

MR . DUMAIN :

25

THE COURT :

Well, the motion was denied .
I'm sorry .

It is a reflex reaction .
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1

For 20 years I've been teaching trial advocacy at Boston

2

University, and they act as student judges .

3

thing r always want them to do is use the right jargon .

4

When the new kid is a student judge and somebody says

5

"Object," they will say, "Allowed."

6

year they say, "Sustained" and "Overruled . "

7

very correctly.

8

9
10

All right.

Go ahead .

And the one

And by the end of the
They do it all

I didn't mean to interrupt

you.
MR. DUl1AIN:

And when Mr. Donovan was reading from

11

the Complaint and talking about Judge Woodlock's decision

12

and how this is all just channel stuffing , he tells you

13

about Paragraph 32 .

He tells you about Paragraph 32(a) is

14

warehouse shipments.

We have not even talked about that .

15

You can't get into a much bigger area of fraud than shipping

16

a product to a warehouse , a nd then when the guy who refuses

17

to sign for it coming back gets fired , that is pretty good

Ie

evidence of fraud, too.

19

We have excessive discounted sa l es , too --

20

THE COURT :

21

What is your comment on that?

22

MS. ROPPLE :

All right .

Stop .

My comment on that, you r Honor , is

23

that the warehouse shipments as alleged in the Complaint , is

24

not alleged to have occurred during the class period .

25

irrelevant .

It is

And they have not identified any witnesses in
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1

their initial disclosure , aga1n, that can testify that a

2

single warehouse shipment occurred during the class period .

3

MR. DUMAIN:

Bob Casa will testify that he was

4

fired because of warehouse shipments and his trying to blow

5

the whistle on them .
MS . ROPPLE :

6
7

Honor .

8

THE COURT:

9

loiS . ROPPLE :

10
11

Prior to the class period, your

THE COURT:

Within the class period?
Prior to i t .
No, I'm asking him .

Was it within the

class period?

12

MR . DUMAIN:

We did not allege , because we weren't

13

absolutely sure that they happened during the class period.

14

We were told about a lot of it happened prior to the class

15

period .

16
17

18
19

THE COURT :

I'm just asking how the Complaint says

it .
MR . DUMAIN :

The Complaint does not a llege

warehouse sales during the c l ass period .

20

THE COURT :

21

MR. DUMAIN :

All right .

Go on to someth ing else .

Paragraph (b) of 32 is e xcessively

22

discounted sales , particularly in international sales , with

23

discounts ranging as high as 90 percent .

24
25

Now , when you're s ay ing positive things about the
company and everything is fine and this business is a cas h

1250

40

1

cow and everything is great and you are offering 90 percent

2

discounts to customers at the same time , I think that is

3

good evidence of fraud .

4

discounts of that amount, and, indeed, the answer to the

5

Complaint admits that disconnts of up to 90 percent were

6

offered.

7

We put in documents that evidence

Paragraph (c) of 32 that Mr. Donovan referred to

8

is the channel stuffing activity.

Whether or not channel

9

stuffing alone is fraud, I think is a difficult question.

10

Courts have gone both ways.

And that was the argument we

11

were making at the Hotion to Dismiss:

12

channel stuffing alone.

13

including the white out .

This isn't

There are all these other things,

And I think the reason things have merged in our

14

15

mind is because all the discovery dispute has been:

16

is Trudy Nichols?

17

white out .

18

Where

She's the one that told us about the

There are a lot of other things in here.
And (d), and this is what Mr. Donovan did that I

19

found a little bit offensive, is he said, "Well (d) is just

20

channel stuffing again."

21

stuffing.

22

product than they needed with the promise that they could

23

return the product, if it were unsold.

24

stopped the quote there, but it goes on to say,

25

were booked as revenue in FTP's third fiscal quarter of

Well, (d) is not just channel

(d) is inducing distributors to purchase more

And then Mr. Donovan
~These

sales
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1

1995, in violation of generally accepted accounting

2

principles and, subsequently, a material portion of these

3

sales were either returned in the fourth quarter of 1995 or

4

remained with distributors but unpaid for, as detailed

5

herein."

6

That is what these documents show.

7

THE COURT :

8

MS. ROPPLE:

9

what do you say about that?
Your Honor, I don't believe that they

submitted one specific example of a channel stuffing along

10

the lines of what he just described .

11

paperwork that you see here, there is not one.

12

MR . MacDONALD :

Out of the mountain of

If I may, your Honor, my name is

13

Peter MacDonald, and, though I'd be happy to be employed by

14

Ropes & Gray, I work at Hale and Dorr , and I represent the

15

individuals in this action as defendants .

16

I also argued the view Logic case with Judge

17

Woodlock, which is the case that I think has been alluded to

18

a number of times .

19

happy to make a copy available to the Court.

20

It's not a published decision .

It doesn't talk about cont i ngent sales .

I'd be

It does

21

talk about channel stuffing .

And Judge Woodlock makes it

22

very clear that the allegations , such as those that appear

23

in Paragraph 32 he r e, are insufficient for purposes of

24

succeeding on bringing a securities fraud case .

25

was a Motion to Dismiss , whic h was a l lowed .

And that
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1

2

THE COURT:

I'd like to have it.

I am always

interested in that.
MR. MacDONALD:

3

I'd be happy to send it to you.

4

If it is not part of the papers already in one of the many

5

exhibits, I will make sure a copy is provided.
Do we have it, David?

6

THE COURT :

7

LAW CLERK GRABLE:

8

we don't, I can find it.

9

don't have it.

10

THE COURT:

11

MR . MacDONALD:

12

If

I am certain I can find it, if we

View Logic?
View Logic is the name.

I think

it was referred to as something other than that name.

13

MR. DUMAIN :

14

MR. MacDONALD:

15

I would imagine we do, yes.

Discreet Logic.

Discreet Logic.

It is not.

It is

View Logic.

16

That was a case where you had some disclosure, and

17

so there was an effort to go through invoices, and, indeed,

18

look with hindsight , which is really what is going on here,

19

after the quarter, and say, "Okay, many sales were

20

successful.

21

hindsight, we'll go back and look at which ones where a

22

customer may have had an issue or may have returned the

23

product."

24

especially in the software industry.

25

We'll ignore all of those.

And now, with

That happens all the time in every business,

The issue that distinguishes it is whether you
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1

have s o me tacit understanding up front that a sale is a

2

phony sale, not that a sale ultimately ends up with a

3

dissatisfied customer and you have a return .

4

all the time.

5

That happens

The issue \o'here you have questions that raise

6

security fraud issues is where you have a scheme, where you

7

can show that somebody has agreed to make a phony sale .

8

we have the exact same allegations in view Logic, and Judge

9

Woodlock appropriately dismissed them .

10

And

I think that is all

we have in this case, as well.

11

And, you know, even in an audit you don't have

12

perfection.

It is based on sampling.

13

take place.

That doesn't give rise to a securities fraud

14

case .

15

hindsight a sale was booked that ought not to have been

16

booked doesn't mean it is a securities fraud case .

17

that extra element , which is -- you can call i t "scienter"

18

or "fraud M or whatever you want to call it.

19

claim of white out here, which is why I do think all roads

20

lead back to it.

There are errors that

The fact that somebody says from the benefit of

21

You need

It was the

I only raise it here because, as a person who is

22

representing these individuals, they're even one step

23

removed.

24

involved in any of these transactions.

25

Hikisch.

I mean, there is no evidence that any of them were
I donlt know Mr.

I donlt know what position he had in the company .
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1

I don't know, you know, what weight to give that piece of

2

paper.

3

are legally inadequate under the standards that have been

4

set forth in this circuit, because there is no evidence .

S

Even if you can demonstrate a sale was booked that ought not

6

to have been booked, there is no circumstance pled with

7

specificity, as required by Rule 9(b), to support a fraud

8

claim.

9

critical.

10

15

And the absence of it now really is the essential

MR. MOULTON :

Your Honor, have we left the issue

of warehouses?
THE COURT :

13

14

And I think that is why the white out was so

link that has fallen out .

11

12

All I know is that the allegations in the Complaint

Not if y ou want to go back to it.

Go

ahead.
MR. MOULTON :

Yes, I would, because there is an

16

example of what is tantamount to a wareh ouse transaction,

17

and it involves an outfit called "Force 3 . "

18

sale that was posted on September 29 , 1995, and , apparently,

19

this sale was subject to a conversation between the FTP

20

representative and somebody a t Force 3.

21

little note at the end of the purchase order .

22

"This purchase order is subject to our phone call this date ,

23

and it is contingent upon your acceptance of the following

24

provisions :

25

anticipation of the issuance of a contract by the U. S. Army

This is another

And there is a
It says,

that this at -r isk purchase is issued in
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1

MedCom, and the product, quantity, price, delivery, and

2

payment of the purchase order is contingent upon the award

3

of said contract.

4

fails to issue a contract for the products described herein,

5

this purchase order is invalid and unenforceable.

6

shall not incur any liability in contract or equity to FTF,

7

Inc . , or its vendors for payment and shall retain the right

B

to return any shipped and delivered product to FTF or its

9

vendors and refuse any unshipped product."

10

In the event that the Federal Government

That product was shipped .

Force 3

It was booked on

11

September 29th .

12

the books of the company.

13

on a piece of paper that we found in FTP, which was going to

14

issue a credit with respect to that sale, because there had

15

been no end user .

16

It was still a sale as of December 31 on
At that time there is a notation

So the sale was contingent.

It was booked, and,

17

as a matter of fact, at the end of the year FTP contemplated

18

issuing a credit with respect to that sale.

19

quite sending the product to FTP's warehouse.

20

the product to the warehouse of the customer.

21

MS. ROPPLE:

And that is not
It's sending

Your Bonor, that is not a warehouse

22

shipment, as alleged in the Complaint.

23

there were fictitious sales.

24

very understandable contingency on one particular sale,

25

which happened to coincide with the government's federal

What they say was

This was, quite frankly, a
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1

shutdown in 1995, and that is what that contingency appears

2

to me to be all about.

3

Of course, this is outside the pleadings, but

4

let's assume, for a moment, we took it at face value.

5

is a $416,000 sale.

6

This

It is, frankly, immaterial.

Now, what the plaintiffs have not alleged, or

7

can't allege, is that this was never paid, because

8

ultimately I believe FTP's files would show that Force 3

9

paid for those goods.

10

THE COURT:

11

MR. DUMAIN:

All right.

What else?

Your Honor, the fact that the

12

contingency is understandable doesn't change whether it is

13

proper.

14

If it is a contingency, you can't book it.

The interesting thing about all the arguments that

15

are being made, that Mr . MacDonald was telling you this is

16

really hindsight, it's not.

17

have been holding up for the record, your Honor, is Exhibit

18

3 to the affidavit of Mr. Moulton and Ms. Gans, that was

19

sworn to on March 19, 1998 , that we put in with our

20

opposition papers, but there are other similar letters among

21

the exhibits also when Mr. Mikisch is sending the same

22

letter to other customers.

It was a policy.

The letter I

23

It is not by hindsight where you have evidence of

24

a company engaging in a policy to book sales where there is

25

no obligation to pay at the time they're booking the sale.
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1

The other point I wanted to make about this, your

2

Honor, is that, to the extent the white - out allegation is

3

important, it relates to scienter .

4

evidence of scienter here.

5

pled in the Complaint about scienter.

6

$20,000,000 of insider sales after the third quarter 10Q was

7

filed when the stock was at its peak.

S

There is a lot of

There were a lot of other things
There was about

You had a chief financial officer who was in his

9

thirties who sold in the teens of millions of stock, and

10

then retired after booking all these sales that we claim

11

were fraudulently booked.

12
13

And I urge your Honor to look at Judge Woodlock's
decision.

14
15

THE COURT :
courtroom .

He is right in the back of the

You can ask him about it.

16

Everybody is citing you, Judge. (Laughter)

17

It is like when I go upstairs, and Justice Breyer

18

spends a lot of time with us having coffee .

19

and I say, ·'Is it okay if I go up and ask him what it is? "

20

21

JUDGE WOODLOCK :
error but rarely in doubt .

The principle is frequent l y in
(Laughter)

22

THE COURT :

23

Did you want to see me?

24

JUDGE WOODLOCK :

25

You get through

There you go .

Do you have five minutes o r two

minutes?

1263

48
1

THE COURT :

2

Are you about through?

3

MR. DUMAIN:

4

say .

All right.

Probably.

Can you wait 30 seconds?

I am sure I have more to

It's up to your Honor .

5

MS. COUGHLIN :

6

THE COURT :

7

Would you excuse me for a second?

8

MR . DUMAIN :

9

THE COURT :

10

January .

No.

I'm only going to be Chief Judge until

(Laughter)

Try to think

12

MR. DUMAIN:

THE COURT :

Yes.

Maybe you can abbreviate

whatever you want to say.

16

MR . DUMAIN :

17

(Recess .)

18

THE COURT :

19

MR. DUMAIN :

20

This break will be helpful to do

that, your Honor.

14

15

I'll come out and see you now .

Sure.

11

13

We'll see you up in chambers.

Thank you, your Honor .

Go ahead.

Thank you, sir .

I will try to wrap

up quickly.

21

THE COURT :

22

There is one factual point I wanted to make about

Go ahead.

23

the Force 3 sale that Mr. Moulton described and the

24

defendants responded to and talked about the government

25

shutdown .

That sale was booked as a sale on September 29th .
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1

The government shutdown occurred in December, and they were

2

issued the credit in December.

3

document evidencing the so called "sale," the purchase order

4

itself, has the contingency in it.

5

not have booked the sale on September 29th .

6

But the point is that the

That meant they should

The reason for the eredi t, the government

7

shutdown, may be understandable and maybe it's not, but that

8

is not the reason the sale is fraudulent.

9

THE COURT:

Well, let's look at it on the issue of

10

fraud.

If what you're telling me is that right on the

11

agreement -- I want to make sure I understand -- that right

12

in the agreement all these things that Mr. Moulton read were

13

set forth, not hidden, nothing that anybody whited out or

14

inked in, that

15

up to fraud?

16

~as

the deal they made.

MR. DUMAIN :

Where does that add

Well, those are the company

17

documents.

It is not like they waved it around to the

18

public and said, "Here is what we're doing."

19

THE COURT:

20

MR. DUMAIN:

No, but we're looking for fraud.
That is the fraud.

You book a sale

21

that you know violates the accounting principles.

22

fraud.

23

THE COURTi

That is

Well, it may violate the accounting

24

principles, but you cited me cases that say that is fraud

25

per se, for somebody to say --
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1

MR. DUMAIN :

2

THE COURT:

3

HR. DUMAn~:

4

THE COURT:

We
Let me just finish the question now .
I

am.

I'm waiting.

Otherwise you can't answer me, because

5

it is important that I understand what you are trying to

6

say.

7

In September they make a deal, and it is allan

8

the compo

It depends on whether or not the purchaser is

9

going to have a contract or not.

Good business to grab

10

that.

11

have a for sure.

12

yourself like that, and with the understanding if they don't

13

get the contract , naturally they don't have to pay.

14

that is all in writing, all above board, in the company

15

records.

16

You can't say that you can only deal with people who
It's probably good merchandising to extend

And

Where is that fraudulent?
MR. DUMAIN:

Where it is fraudulent, your Bonor,

17

is that the accounting principles in this specific area are

18

very clear on when you can book a sale and when you cannot .

19

These transactions that were booked as sales clearly violate

20

the accounting rules.

21

Fourth Circuit that says:

22

can't find a case that says that, if you violate FAS 48,

23

which is the part of the accounting literature at issue

24

here, if you violate that, you violate a lOeb) (5).

25

find a case that says otherwise.

And it's the Malone case in the
We've looked far and wide.

We

We can't

Because you can't do it by
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1

accident.
THE COURT:

2

3

That is important .

What do you say about that?

4
5

All right .

MR. DONOVAN:

Can I address the accounting piece,

your Honor?

6

THE COURT :

7

MR. DONOVAN:

8

To back up to the accounting rules first, and then

9

the consequences of the violation of the accounting rules by

10

lO(b) (5).

11

revenue recognition.

12

about that.

13

That it adds up to a 10(b) (5).
Fair enough.

A contingency , by definition, does not preclude
At a minimum, you would have a debate

When there is a condition, if you will, like a

14

government contract, the seller is allowed to make a

15

judgment about the likelihood, for example, that will

16

eventuate, and, if it is minimum, then he might not record

17

it.

18

If it is inevitable , he would.
Just as an example , you sell, and the same

19

policies on software revenue recognition take into account

20

the creditworthiness of the customer .

21

isn't enough to end the inquiry.

22

you can conclude they are good for it.

23

to Joe's Smoke Shop , maybe you have to make a second guess .

24

And those judgments go into the question of whether you

25

record or not.

The obligation to pay

If you are selling to IBM ,
If you are selling

Still a contingency with the obligation to
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1

pay, but a judgment is being made.

2

Likewise, in software you frequently have a case

3

where Version 3.1 is what you have for sale today, but you

4

are always upgrading .

5

bug, and Version 3 . 2 comes out two weeks from now or three

6

weeks later.

7

to you.

8

contingency, but it does not mean that, because you have

9

taken the judgment in one direction, you have committed

10

..

You add something to correct some

You may say, i f you have that, ··r will give it

And you may have to book a reserve against the

fraud.

11

Your Honor will remember we had in the early

12

nineties some 40 cases in this district involving banks and

13

loan 10s5 reserves.

14

Federal Savings.

15

legitimacy of the loan loss reserve.

16

raise it high enough, fast enough, in the wake of the real

17

estate depression?

Your Honor tried one involving First

And the issue there was frequently the
Put simply, did you

18

What was happening is that people were making

19

judgments about the likelihood a loan would go into bad

20

straits, and without saying what loan, how much, when,

21

there was no fraud.

22

Now, even if you assume that you could say the

23

violation of the rule, as Mr. Dumain reads it, and I say it

24

is not so hard and fast, does that amount to a violation of

25

lO(b) (5)?

The answer in this district, and I referred you
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1

to Markham earlier, Judge Young said, and this is a virtual

2

quotation as well, "A mere vilation of GAAP is not a

3

violation of the securities law .

4

that .

S

Gap is like the law .

Because GAAP is just

Two sides of an argument.

Any lawyer who says , "The law is X." is frequently

6

wrong.

7

an argument .

S
9

Why?

The law is rarely black and white .

Two sides have

And that is how we get to the law .

The same is true of accounting .

And that is why

Judge Young said in Markham, and said in other cases in this

10

district, and cases throughout the country -- I can get you

11

more, if you need them .

12

briefs that you have already had in this case :

13

vilation of GAAP, even if proved to be a violation of GAAP,

14

is not fraud amounting to securities law violation without

15

who knew, how much, when, scienter -- all of the other

16

ingredients of the IO(b)(S) violation.

17

I know you have a pile of cases in
"A mere

So I start from the premise that, if this

18

government contract on Force 3 was about to happen, thought

19

to happen, and ultimately frustrated within the same quarter

20

by a shutdown, does that mean that no one made the

21

appropriate judgment in September that it was inevitable and

22

likely and judgment by recording then?

23

That's the problem with this case.

24

enough.

25

We don't know.

And I think we have had

I mean, the question in this case is you file a
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1

Complaint, and hope for the best .

2

the courthouse door?

3

Complaint to identify transactio ns, identify money?

4

What is to be the key to

Do you have to have enough

Distributors, he talks about.

~n

your

And he says we

5

made sales to distributors that were in violation of GAAP

6

contingencies

7

these sales were returned or not paid for, as detailed

8

herein."

"and, subsequently, a material portion of

Where do we go?

9

If you look at the Complaint, you

10

won't see identification of the customers who sent things

11

back, didn't pay, or how much.

12

revenue in Q3, how much was returned, how much was

13

improperly recorded?

14

and not just $416,0007

15

As against $35,000,000 of

How can you tell that it was material,

We could give you an answer to every single one of

16

them.

And you have got six or seven, I guess, out of

17

literally tens of thousands of invoices.

18

is:

19

you say this stuff

20

verbatim identical in dozens of cases - - and then, by

21

discovery, find something else?

Can you file a Complaint and hope for the best?

22
23

THE COURT:

Can

and this is stuff that has been said

Okay.

I think I have it.

Anything

else?

24
25

But the question

MR . DUMAIN:

A couple of more brief things, your

Honor.
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I want to comment just for the record,

1

so your

2

Honor has it and the courts have it, that, starting on

3

Paragraph 68 of our Complaint is where we set forth what the

4

accounting rules require.

S

Mr. Donovan and I are obviously not going to

6

stipulate before your Honor what the accounting rules

7

require.

8

Donovan is saying and the facts of this case.

But there is a major difference between what Hr.

The bank loan loss cases have nothing to do with

9

10

us.

11

standing up, your Honor.

12

having a policy where you can recognize revenue where the

13

accounting rules say you can't.

14

doing by accident.

15

on purpose.

16

And I started to speak about that the last time I was
There is a difference between

That's not something you're

The scienter is there.

You're doing it

The loan loss cases were not policy decisions

17

where you decide to do something that you know is going to

18

violate the rule or you were reckless in not knowing you

19

violated the rule .

20

estimates and they didn't turn out to be right.

21

THE COURT :

22

MR.

23

THE COURT :

The loan loss cases were about making

OUl-lAIN:

I know that, but I mean

--

They didn't
You're telling me, and I'm going to

24

follow up on it, that you're taking the position that

25

never, bright line, can you attribute as revenue money the
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1

receipt of which is contingent.

2

that you apply a rule of reason to that. that, if you're 100

3

percent sure of getting it, it's okay to book it.

4

are not, then it is not okay, and that requires an

5

examination; and, because of that, I think he analogized it

6

to the banking situation.

7
8

If you

But you're saying, bright line, contingent, and
you never can book it?
HR . DUMAIN :

9

10

And Mr. Donovan is saying

I am, and that is what we have

alleged.

11

THE COURT :

12

MR. DUMAIN :

And the cases that you cite say this?

The Malone case says it, and

13

certainly it is obvious that the accounting literature says

14

it.

At some point, though, we're having a factual

15

16

dispute. I think .

17

Donovan says that allegation is not true, but that is always

18

something that an expert can testify about .

19

We've alleged that that's so .

Mr.

But, another thing that I would direct your

20

Bonar's attention to is that it is interesting that the

21

first case --

22
23

Well, the material facts aren't in

MR. DUMAIN:

I think the material facts are a

issue.

24
25

THE COURT:

fraud.

I mean, at some point, I may want to make my own
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1

summary judgment, frankly.

2

THE COURT:

3

MR. DUMAIN:

~'1ell,

you better do it quickly.

But my point, your Honor, is I don't

4

know how your Honor decides a motion where the documents

5

here, we tell you they say one thing and they tell you they

6

say another.

7

inferences.
THE COURT:

8

9

I think, procedur.a lly, we're entitled to the

I'm dealing with a Motion to Dismiss.

I am looking at a Motion to Dismiss where I don't look at

10

documents, on the one hand, and a Motion for Partial Summary

11

Judgment, which deals with the white-out issue.

12

white-out issue gets "whited out,

13

I then look and see if there is something left in your

14

Complaint.

15
16

All right.

ft

So when the

to borrow the expression,

We have been together for well over an

hour.

17

MR. DUMAIN:

May I have 60 seconds, your Honor?

18

THE COURT :

19

MR. DUMAIN :

20

If that is where we are in a 12(b) (6) motion, I

Go ahead.
Thank you.

21

think Digital answers the question, because Digital says you

22

can't expect the plaintiff to plead evidence pre - discovery,

23

and that is what they want us to do.

24

the obligation to plead scienter, is shown by the huge ,

25

volume, suspicious amounts , suspicious timing of insider

And the scienter here,
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1

selling, by the fact that you can't violate FAS 48 by

2

accident, because it is a policy decision , and by all the

3

other things in the Complaint, including

4

Don't forget, your Honor, this story is in large

5

part about the fact that this company was going to be killed

6

by Microsoft's release of Windows '95 .

7

time I mention it today, but I know it was the centerpiece

8

of my argument on the Motion to Dismiss .

9

of this case.

10

That is the first

That is the theme

They knew they were going to get killed .

The Engineering Department, and this is all in

11

detail in the Complaint , the Engineering Department was

12

telling the senior people, "What are we going to do when

13

Windows '95 comes out, because Microsoft is going to bundle

14

all this stuff and they are going to give away for free what

15

we sell? "

16

The company knew it , and , instead of trying to

17

address that, or at least being honest with the public about

18

it, they did half a dozen things to avoid that negative

19

information .

20

And one more cite I wanted to give your Honor .

21

The first case I ever had in the District of Massachusetts

22

was a case involving a company called Kerswald before Judge

23

Keeton .

24

indist i nguishable from t h is case in many r espects , except

25

for one major difference .

That case , I submit to your Honor , is factually

There the woman who was analogous

•
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1

t o Trudy Nichols went to the government and said , "This is

2

fraud ."

In that case, and I don't have the cite, but the

3

•

name of the case is United States vs . Bradstreet ,

5

B- r - a - d - s - t - r - e - e - t, a First Circuit decision probably last

6

year , but I can write you r Honor's chambers with the cite,

7

if you'd like .
There , for the kind of sales I'm telling your

8
9

•

Here Trudy Nichols came to me and then disappeared.

Honor is fraud, there were people indicted, tried,

10

convicted, and conviction affirmed .

11

fraud .

12

game that, "Well , because t hey didn't have all these great

13

documents that they have n ow when they pled , they can't

14

win," and to ignore the f r aud , I think that stands Rule 12

15

and Rule 56 on their heads , your Honor .

16
17

This is securities

And, for Mr . Donovan and his colleagues to play this

THE COURT :
advisement .

All right .

I will take it under

Thank you .

18

MR . DUMAIN:

Than k you , your Honor.

19

MR . DONOVAN:

20

(Whereupon cou r t wa s adjourned . )

Th an k you , you r Honor .

21
22
23
2.
25
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