[Legal horizontal]

Smart Business: Avoiding Shareholder Litigation

Hed: I’ll Sue!

Deck: How to avoid shareholder lawsuits

Summary: Especially right now, small businesses can suddenly find themselves incurring the legal wrath of their shareholders.

Pull Quote: "It’s like walking a tightrope, and the Internet has electrified the rope." -- Tracy A. Nichols, partner, Holland & Knight

Bad news: Your company’s stock price suddenly drops. Worse news: Your shareholders file a lawsuit.

Unfortunately for U.S. companies, this is becoming a familiar one-two punch. According to National Economic Research Associates, an economic consulting and analysis firm in New York, securities class action filings in federal courts increased from 188 in 1995 to 238 in 1999 with average settlements rising from $8.5 to $12 million. The chances that a company will eventually be sued by its shareholders now stand at a horrifying 57 percent.

Statistics like these are keeping company executives awake in a turbulent stock market. "There’s a saying that shareholders take their gains to the bank and their losses to court," says Tracy Nichols, a securities partner with Holland & Knight in Miami. All it takes is a sudden drop in stock price to incur the wrath of shareholders, she says. "The stock price takes a dive, and now there are a dozen class action lawsuits alleging that you owe $200 million. For a small company, this is scary."

Walking the Tightrope

In 1995, Congress passed the Private Securities Litigation Reform Act (PSLRA) to reduce the number of shareholder lawsuits. The PSLRA allows weak cases to be dismissed up front by requiring plaintiffs to link drops in stock price to company impropriety before a case can proceed. Even so, there are more shareholder lawsuits today than before the PSLRA took effect. 

In fact, for every day that the stock market is open, at least one shareholder lawsuit is filed. Aggressive law firms are leading the charge. "There’s a real sense of correcting wrongdoing," says David Rosenstein of Milberg Weiss Bershad Hynes & Lerach, the New York law firm on the forefront of class action litigation on behalf of shareholders. The firm’s Web site even includes a link for shareholders to report potential cases of fraud.

For public companies in particular, there’s a fine line between saying too much and saying too little. Too much information can lead to a drop in stock price. Too little and you may be accused of withholding critical investment information from stockholders and end up with a suit on your hands. "It’s like walking a tightrope," Nichols says. "And the Internet has electrified the rope."

Even though roughly 98 percent of today’s shareholder lawsuits are settled, they are still a costly distraction that take two years to resolve, on average. "The initial reaction of my clients is, ‘Why are they doing this?’ followed by anger," says Robert Brownlie, a securities litigation partner in San Diego, California, office of Gray Cary. What is happening, he says, is that changing market expectations are clobbering stock prices and embroiling company leaders and directors in very public cases of alleged stock fraud. The hardest part for entrepreneurs is the damage to their professional reputation, whether or not the allegations can be supported. "There’s a cloud over you from that point on," says Brownlie.

Minimizing the Threat

There's no way small companies can completely shield themselves against the possibility of a shareholder lawsuit, but they can minimize the threat. Here are five key areas where small companies can get into trouble, and five matching strategies to help your firm stay balanced on that tightrope.

1. Business is too good to be true – literally. 

Small companies often rely on promising forecasts to promote products and gain stock for acquisitions. But releasing promising revenue forecasts, not hitting them, and then restating your revenues is a sure way to raise shareholders' eyebrows. 

Consider New York technology company Razorfish, which was recently slapped with a class-action lawsuit for "false and misleading" statements two days after announcing that it would miss its fourth quarter earnings and expected a net loss per share between 17 and 22 cents. The company’s stock promptly dropped from $55 to $5.

Nichols advises small public companies to be "accurately conservative" in their forecasts. If your projections fall a little short and the stock price drops 5 to 10 percent, you’ll probably be all right, she says. But if you pump up expectations and the stock falls by one-third, your shareholders will take notice. "People find themselves in a shareholder lawsuit because they let expectations get out of line," Brownlie says. "The stock price gets to a place that’s unsustainable." 

2. Leaving out some details. 

The flip side of saying too much is saying too little. Failing to inform shareholders of looming setbacks is often portrayed as false and misleading. Examples: promoting a product that won’t be ready on time, catching accounting errors that aren’t made public, or waiting too long to announce the loss of a major client or supplier. 

Fremont, Calif. Software maker Quintus Corp. was hit with at least nine law suits last November after it announced it was undergoing an internal audit of its accounting procedures. Shareholders accused the company of violating securities laws by withholding information critical to them.

Martha Evans, a shareholder attorney with Roberts Smaby PC in Dallas, suggests updating your risk factors regularly to reflect the current state of the economy, and hinting at bad news as soon as possible in a press release. 

Another thing small public companies can do, says Bradley Kutrow, a partner with Smith Helms Mulliss & Moore in Charlotte, N.C., is to keep their company tied to the entire sector. "Investors sometimes have trouble differentiating between market-wide influences on share value and the company’s influence on it," he says. “If the rest of your segment is down, you may need to let shareholders know that."

3. Bad bean counting. 

Careless accounting can result in an internal audit that encourages not only shareholders, but the SEC, to raise the red flag of fraud. "Revenue recognition is a real hot button," Nichols says, adding that roughly 75 percent of the cases she handles involve accounting problems. In fact, 67 percent of all shareholder lawsuits are based on allegations of accounting fraud. Just one example is software maker Network Associates Inc., which revealed in April, 1999, that the Securities and Exchange Commission was questioning its accounting practices, and that its first-quarter earning would fall short and would be restated. The company’s stock price fell, and a shareholder class action is now pending.

To avoid an SEC investigation, make sure to follow Generally Accepted Accounting Procedures (GAAP) and Generally Accepted Auditing Standards (GAAS), standardized accounting procedures of the Council of the American Institute of Certified Public Accountants. Start by hiring a good, independent accountant who will warn you about temptations like “channel stuffing,” the practice of offering great discounts to make this quarter’s projections ‑‑ discounts that negatively impact future quarterly reports. Create a corporate auditing committee to oversee the company’s financial picture. "Have controls in place so you can say, ‘Here are the standards we follow," Nichols says.

4. Just between you and me. 

If your stock suddenly nose-dives, shareholders will scrutinize stock sales made prior to the fall. "Allegations of insider trading are often part of a shareholder lawsuit to establish motive," says Mike Trager, a securities partner with the Washington D.C. office of Fulbright & Jaworksi. 

Last October, shareholders filed at least 14 class action lawsuits against New York fuel cell manufacturer Power Plug, claiming the company withheld bad news from stockholders while company executives sold their own shares at a profit of $9 million. Last summer, stockholders slapped Pleasanton, California, software maker PeopleSoft with a $150 million lawsuit amid accusations that the CEO and nine other executives sold their stocks based on privileged information.

To offset allegations of insider-trading violations, follow strict black-out periods that dictate the specific times company insiders may and may not trade company stock, a few days after the filing of quarterly information, for example. The SEC's new Regulation 10B5-1 provides a solid defense if the company can prove that the decision to trade was made before insiders became aware of non-material, non-public information.

5. For one and for all. 

Sharing information with analysts and big financial institutions, but not everyone else, is a major land mine. In December, 1999, the SEC leveled the playing field with its Regulation FD, which requires that all shareholders, large and small, receive equal information. "This is an important point people miss," Trager says. "The company thinks that slipping bad news into an SEC filing is enough, but there’s no substitute for adequate disclosure."

The key is to disseminate new information as widely and quickly as possible. Write a press release, and designate a knowledgeable spokesperson to speak for the company. A popular method these days is to release updated information to all shareholders via Web sites and Webcasts. Also, be aware of what’s being said about your company on the Internet. Monitor chat rooms to make sure all information posted is accurate. If not, clarify quickly. "In the new economy, you need to monitor chat rooms. A lot of companies don’t think about this," says Michelle Roberts, a business attorney for Roberts Smaby.

What will 2001 bring? If the market stays volatile, only more shareholder lawsuits. 

"It’s always going to be a challenge for public companies to be forthright and avoid being sued," Brownlie says. "As the market deteriorates and the risk of shareholder lawsuits rises, I don’t see much changing."
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Sidebar 

TIPS TO HELP AVOID SECURITIES FRAUD CHARGES

(Courtesy of Roberts Smaby PC in Dallas)

· Designate a spokesman to deal with inquiries from analysts, shareholders and others.

· Use GAAP accounting for your financial statements ‑‑ but avoid overly aggressive applications of GAAP standards to enable the company to meet projections. 

· Avoid aggressive and specific forecasts unless the company has solid bases for those forecasts.

· Avoid sweeping promises of positive future performance.

· Always include appropriate cautionary language with any public projections or predictions of future performance.

· Try to limit your public disclosures about the company to discrete facts or trends.

· Avoid directing anyone who will be selling your stock, or publishing reports about your company, to predict particular revenues or earnings.

· Monitor the company’s Web site, and any chat rooms about the company, to be sure that the information there is consistent with the company’s press releases and other public statements.

· Do not have your Web site linked just to favorable reports on the company if there are negative reports. 

· Establish clear policies regarding insider sales of company stock. Note that unusually heavy insider sales after positive public statements is a tell-tale sign of securities fraud.

· Update the disclosure of risk factors for the company each quarter.

· Establish good internal financial controls and reporting procedures.

· Do not disclose the company’s internal financial reports, the frequency of those reports, or their recipients.

· Do not advertise products as having characteristics they do not have.

· Do not privately disclose material, non-public information to analysts, large investors, friends and family. 

· Publish information on the internet, in press releases or, if the company is publicly traded, by filing with the SEC. All three methods constitute public disclosure for purposes of avoiding securities fraud liability.
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