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2016 overview

In 2016, the total number of newly filed United States federal securities class action lawsuits
(“class actions”) climbed to its highest level, 276 newly filed actions, since the inception of
this study 21 years ago. When we started this survey in 1996, following the passage of the
Private Securities Litigation Reform Act (PSLRA), there were 133 class actions. The lowest
activity to date (110 class actions) occurred in 2006. On average, we’ve seen 186 class
actions per year.

But the number of newly filed actions was not the only factor making this year remarkable.
For the first time in three years, the growth in class actions deviated from a trend that we’ve
frequently recognized in the past: in 2016, there was not an inverse relationship between the
volume of newly filed actions and overall market performance (i.e., class actions increased in
2016 though the Standard & Poors 500 index posted 9.5% returns).

A number of factors drove the increase in class action activity this year. Chief among them
is the apparent shift of M&A-related filings from the state courts to federal courts, following
a pair of landmark decisions in the Delaware Court of Chancery. From 2012 to 2014, federal
M&A-related class actions totaled between 15 and 16 cases per year. By comparison, there
were 25 such actions filed in 2015 and 89 in 2016—a 67% and 256% increase year over
year, respectively.

The majority of the 2016 M&A-related class actions allege that shareholders could not
adequately evaluate the proposed transaction because defendants provided insufficient
disclosures or misstated information in the proxy statement. These cases generally seek
the following relief: (1) additional disclosure, allegedly to help investors make more
informed decisions regarding the proposed acquisition; (2) compensatory damages for the
undervalued share price; and (3) legal and expert fees (“Disclosure Only” cases).

In addition to the stark increase in Disclosure Only cases, this year saw a significant increase
in class actions alleging that companies engaged in improper activities that affected their
financial statements, reputation and, ultimately, their stock price. This bump in shareholders
alleging wrongdoing was fueled in part by a record number of enforcement actions by both
the Securities and Exchange Commission (“SEC”) and Department of Justice (“DOJ”). In
2016, the SEC issued 868 enforcement actions, a new single-year record, while the DOJ
undertook 24 enforcement actions related to violations of the Foreign Corrupt Practices Act
(“FCPA”), the fourth highest number since 1977.123

In addition, the trend we identified in our 2015 Study—that more than half of all class
actions were filed against small-cap and micro-cap companies—continued into 2016. The
increase in smaller companies facing litigation correlates with Congress’s effort to help spur
the economy with the passage of the Jumpstart Our Business Startups Act (the “JOBS Act”)
in 2012. The JOBS Act introduced the concept of Emerging Growth Companies (“EGCs”)
into the US economy, allowing for a limited period of less-stringent reporting requirements.
That flexibility was met with an increase in class actions.

There was much, therefore, to reflect on in 2016—and the end of the year presaged even
more change for the future. With a new presidential administration, and anticipated
significant changes ahead in the economic and regulatory landscape, the scene is set for an
increase in class actions.

The SEC’s fiscal year is from October 1 to September 30.

“SEC Announces Enforcement Results for FY 2016,” US Securities and Exchange Commission.
https:/www.sec.gov/news/pressrelease/2016-212.html

3 “Related Enforcement Actions: 2016,” The United States Department of Justice.
https://www.justice.gov/criminal-fraud/case/related-enforcement-actions/2016
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Spotlight on 2016

Number of cases filed in 2016

With 276 class actions filed, 2016 was the fourth consecutive year in which securities
litigation increased and the single greatest year-over-year increase in at least a decade.

Figure 1: 2016 276
Number of US federal
securities class action 2015 195
lawsuits filed per year,
2007-2016 2014 169

2013 160
2012 149
2011 187
2010 174
2009 157
2008 209




Types of cases filed in 2016

While the dramatic increase in class actions can be partially attributed to the shift of
Disclosure Only cases to the federal courts, the increased number of such cases does not fully
explain the rise in new actions this past year. Even after removing Disclosure Only cases, there
were more newly filed class actions in 2016 compared to 2015 (after a similar adjustment for
Disclosure Only cases in 2015). Rather, multiple factors, including an increase in allegations of
corporate bribery schemes, FCPA violations, as well as other improper activities, contributed
to the increased activity.
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After adjusting for Disclosure Only cases in 2016, roughly one in four newly filed

class actions alleged improper activities. While the plaintiffs’ bar is quick to allege
accounting and operational irregularities, the SEC was also active in 2016, reaching a
single-year high for enforcement actions, including the most-ever cases involving FCPA
violation allegations.*

In last year’s study, allegations of non-accounting-related improper activity were
consolidated with other allegation types (i.e., pharma efficacy, product efficacy,

and others) into an “Other” category. However, because of the 2016 increase in
non-accounting improper activity allegations, we created a category, Improper Activity,
to track such allegations. For reference, we have similarly broken out such cases from our
2015 study.

Reversal of a longstanding trend

For the first time since 2013, there was no apparent relationship between the performance
of the S&P 500 market index and the number of new class actions. In prior years, we

saw an inverse relationship between the number of new class actions filed and the
performance of the broader markets. This year, however, the S&P 500 posted returns of
9.5%, while class action filings increased by 42% relative to the prior year.
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4 “SEC Announces Enforcement Results for FY 2016,” US Securities and Exchange Commission.
https:/www.sec.gov/news/pressrelease/2016-212.html



Anticipating 2017 trends:

Health industries

In four out of the last five years, including 2016, companies in the health industries
represented the highest number of new class action filings. A total of 71 class actions
filed in 2016 concerned health industry participants. In 20 of these 71 class actions, the
companies’ predictions ultimately did not come to fruition, triggering complaints about
materially misleading public statements. Additionally, 5 cases contained accounting
allegations concerning revenue recognition, including the timing of revenue cutoff, and
inadequate internal controls over financial reporting.

With a new presidential administration in 2017, the healthcare industry is facing major
changes that may lead to further securities litigation. For instance, President Trump and
Congressional leaders have signaled a more relaxed regulatory environment in the near
future and promised changes to the Affordable Care Act (“ACA”). While the first attempt
to repeal and replace the ACA failed, Congressional Republicans have signaled their intent
to modify existing healthcare policy through further legislative action. Beyond legislative
and policy changes, the healthcare industry’s push into the Internet of Things (“IoT”) may
also trigger future litigation, as this technology could potentially increase the industry’s
exposure to both data loss and new IoT regulation.

According to the PwC Health Research Institute—Top health industry issues of 2017,
pharmaceutical companies “are developing inventive ways to engage with patients,
including mobile apps and other services.” For example:

“A mobile app . . . helps patients remember to take [their] once-per-week diabetes
drug... at the appropriate times and learn how to use the drug’s injection mechanism
correctly.... These apps and services are being developed as engagement with
consumers is written into regulations and contracts. Patient engagement will
become a core part of the FDA’s regulatory approvals process as part of the planned
reauthorization of the Prescription Drug User Fee Act in 2017.”

5 “Top health industry issues of 2017: A year of uncertainty and opportunity,” PwC.
http://www.pwc.com/us/en/health-industries/top-health-industry-issues.html
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Figure 4:

Number of US
federal securities
class action
lawsuits filed
against foreign
issuers per year,
2007-2016

As pharmaceutical companies develop new strategies and initiatives to stay competitive in
the industry, adding another layer of complexity to their business models, they will continue
to confront Food and Drug Administration (“FDA”) regulatory restrictions. This dynamic
shift in how pharmaceutical and healthcare companies deliver products and offer services
may lead to shareholders’ and regulators’ expectations not being met—and result in an
increase in class actions.

Foreign issuers and a change in how the US conducts trade

Class actions filed against foreign issuers (“FIs”) remained at roughly the same level as
last year.
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In 2016, we saw 44 class actions filed against FIs, as compared to 43 in 2015. While the overall
numbers were stable, there was a significant change in the defendants’ country of domicile.
Notably, companies based in China were no longer as targeted by the plaintiffs’ bar in 2016 as
they had been in the past: only four class actions were filed against China-based companies, as
compared to 13 in 2015. While half of FI defendants in 2016 were domiciled in Israel, Canada
and Ireland, we did not see a common geography-based theme. Rather, the filings in those
jurisdictions consisted of a number of discrete cases focusing on different issues.

A rising tide or a rogue wave? 2016 Securities Litigation Study



Figure 5:
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With globalization heavily influencing the way companies structure and operate their
businesses, the United States has been active in managing trade policies and their effect on
the economy. One of the leading agenda items of the new presidential administration is an
evaluation of United States trade policy, especially with respect to protection of American
intellectual property (“IP”) in China. In an August 8, 2016 speech, then-candidate Trump
indicated that, as President, he would step up IP enforcement actions to protect American
companies doing business overseas, and in China in particular.

China may react to this shift in policy by restricting American businesses’ ability to
participate in the Chinese economy, limiting access to its large base of consumers. As a
result, American businesses may see an impact on their overall performance. In the past,
when performance has not met expectations, we have regularly seen class actions follow
and, should events proceed as suggested above, we anticipate an increase in class actions
in response.

2016 Securities Litigation Study
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Figure 6:

Percentage
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with US federal
securities class
action lawsuits
filed against
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Reflecting on 2015 trends

Last year’s Study focused on the preponderance of class actions filed against companies with
market capitalization under $300 million (“micro-cap”) or between $300 million and $2
billion (“small-cap”). This year saw a similar trend: more than half of all class actions were
brought against small-cap (39%) and micro-cap (16%) companies.

With respect to accounting class actions in particular, in 2016 just over half (54%) of such
class actions concerned small-and micro-cap companies as defendants. This represented a
decrease from the previous year, when 70% of accounting class actions were filed against
micro-cap and small-cap companies. The nature of the allegations was similar, specifically
focusing on revenue recognition and internal controls.

Much of the accounting-related litigation concerning small-cap and micro-cap companies
can be connected to the JOBS Act. In 2012, Congress passed the JOBS Act to help spur the
economy by minimizing regulatory requirements for companies—such as omitting financial
statements from the initial filing under certain circumstances, and being exempt from the
Sarbanes-Oxley Act’s Section 404 (b) requirement for external auditor attestation of internal
controls over financial reporting.

2016 2015

Bl Mega Cap (Market Cap > $200B)

M Large Cap ($10B < Market Cap < $200B)
Mid Cap ($2B < Market Cap < $10B)
Small Cap ($300M < Market Cap < $2B)
Micro Cap (Market Cap < $300M)
Unlisted

T Market capitalization is calculated as the average market capitalization during the defined class period within the complaint.
Percentages have been rounded to whole numbers. Totals may not sum exactly due to rounding.



Accounting-related cases

In 2016, there were 56 class actions that included accounting-related allegations—an
increase from the 50 such class actions filed in 2015.

2016 56 Figure 7:
50 Number of
2015 accounting-related
US federal securities
2014 53 class action lawsuits
filed per year,
2013 46 2012-2016t
2012 0]

* Cases filed between 2012 and 2015 may have been updated with accounting allegations if the amended complaints
alleged accounting violations not previously recognized. Numbers for 2016 cases reflect initial case complaints.

While over the past three years, improper revenue recognition and inadequate internal
controls have been the most common accounting-related allegations cited, 2016 exhibited
new trends. In particular, there was a notable uptick in the number of accounting class
actions that include allegations of improper or illegal activity. Because of the usually de
minimis number of such class actions, we have traditionally grouped them together into a
single “Other” subcategory of accounting cases.

In 2016, of the 20 total allegations given the “Other” designation, five referenced improper
accounting or disclosure of related-party transactions and 11 primarily dealt with companies
engaging in illegal/improper activities, such as earnings smoothing, money laundering,
predatory overbilling, price fixing and FCPA violations. Of the 11 such illegal/improper
activity class actions, five had secondary allegations of internal control deficiencies,

and one of those five had an additional allegation citing specific irregular revenue
recognition practices.

FCPA violations or investigations were specifically referenced in six of the 11 illegal/
improper activities class actions. FCPA allegations are included in the accounting category
because they typically charge violations of the books and records provision of the FCPA
with secondary allegations of inadequate internal controls to prevent or detect bribery and
improper payments. The books and records provision requires that companies accurately
record the nature of their business transactions. Because bribes and kickbacks are rarely, if
ever, categorized as such, they trigger a violation of this recording requirement.

2016 Securities Litigation Study
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In 2016, the FCPA allegations included, among other things: providing recreational travel

to Chinese government officials, third-party payments in West Africa, and bribes to officials
in the Dominican Republic. By contrast, in 2015, of the 12 class actions in the accounting-
related “Other” designation, four had allegations relating to the FCPA. As noted above,

2016 was a robust year for the DOJ and SEC in prosecuting violations under the the FCPA.
Together, the SEC and DOJ initiated 50 enforcement actions in 2016 as compared to 25 in
2015, a 100% increase.®” For the year ended December 31st 2016, the DOJ and SEC imposed
monetary sanctions in relation to FCPA violations that totaled $2.6 billion.®

How the new administration will enforce FCPA regulations—and how such enforcement
might affect the filings of class actions in future years—remains to be seen. Before
announcing his candidacy and on the campaign trail, President Trump made several
statements indicating his displeasure with the FCPA. However, since his assuming the
presidency, we have seen no change in DOJ policies or enforcement priorities with regard
to the act. If anything, given the administration’s focus on globalization, we expect

that enforcement will continue with respect to FIs. However, the full impact of the new
administration on FCPA enforcement is as yet unknown.

The four remaining allegations within the “Other” accounting category dealt with
improper accounting and disclosure of equity transactions, off-balance sheet financing,
misclassification of debt, and a share repurchase program.

Although internal controls is the most frequently cited allegation in accounting class actions,
it is more often than not secondary to other allegations. In 10 of the 30 class actions citing
internal controls this year, however, plaintiffs appear to have raised internal controls as a
primary allegation. These complaints, which were all filed immediately after the defendants
announced a delay in financial reporting, appear to be placeholders while plaintiffs await
further details on the cause of the delay. We anticipate that most of these complaints will
ultimately be amended as further information emerges and amended complaints will
contain more specific allegations. The allegation most commonly paired with internal
controls was revenue recognition. In 2016, eight class actions had cited both improper
revenue recognition and an inadequate internal control environment; this decreased relative
to the 14 class actions cited in 2015.

Improper revenue recognition was the third most frequently cited accounting-related
allegation, with 15 class actions in 2016 having at least one such allegation. It will be
interesting to see what impact the new principles-based revenue recognition standards,
which go into effect in 2018 for public companies that follow US GAAP, will have on class
actions. Companies will now be required to make more judgments and estimates, which
may lead to more scrutiny of disclosures and assumptions made in recording revenue. At
the same time, it will raise the bar for plaintiffs, who must now challenge the executives’
business judgment.

6 “SEC Enforcement Actions: FCPA Cases,” US Securities and Exchange Commission.
https:/www.sec.gov/spotlight/fcpa/fcpa-cases.shtml

7 “Related Enforcement Actions: 2016,” The United States Department of Justice.
https://www.justice.gov/criminal-fraud/case/related-enforcement-actions/2016

8 Based on PwC Analysis. All court cases citations are matter of public record and sourced from the US
Department of Justice https://www.justice.gov/criminal-fraud/foreign-corrupt-practices-act and Securities
and Exchange Commission https://www.sec.gov/spotlight/fcpa/fcpa-cases.shtml websites.



The chart below presents the number of specific accounting-related allegations for class
actions in 2015 and 2016.

rlgure &

Revenue recognition

Number of
accounting cases
Understatement of citing specific
liabilities & expenses issues, 2015-20167

Other*
Overstatement

of assets

Estimates

Purchase accounting

1

Internal controls*

T Some cases allege multiple accounting issues.

* Internal controls is a secondary accounting issue.

* Includes earnings management, FCPA, related party transactions, off-balance sheet financing,
disclosure of equity transactions, and other.

Non-accounting cases dominated by M&A followed by substantial
increase in improper activity

The majority of class actions filed in 2016, 220 in total, did not concern accounting issues.
Instead, they arose from:

¢ M&A transactions (89 cases)

* Disclosure of negative information, including investigations and improper activity
(42 cases)

* Alleged false or misleading public disclosures, including misrepresenting adverse factors
and declining markets (48 cases)

¢ IPO-related issues (15 cases)

* Other allegations, including insider trading, pharmaceutical-efficacy, Ponzi schemes and
product-efficacy (26 cases)

2016 Securities Litigation Study 11
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Figure 9:

Number of M&A-
related US federal
securities class
action lawsuits filed
per year, 2012-2016

Mergers & Acquisitions

According to PwC’s Deals Year-End Review and 2017 Outlook, through the first 10.5 months
of 2016, M&A activity value was down 31%, while deal volume was down five percent.’
Although the size and quantity of M&A deals went down, the volume of newly filed
federal M&A class actions told a different story.

As discussed in the overview, in mid-2015 and early 2016, two key rulings in the
Delaware Court of Chancery— where a substantial proportion of Disclosure Only cases
were filed—drove the dramatic increase in M&A class actions in 2016, by discouraging
the filing of Disclosure Only suits in the Delaware Court of Chancery.

In Acevedo v. Aeroflex Hldg. Corp., Vice Chancellor Travis Laster, in rejecting a proposed
settlement of a Disclosure Only suit, commented:

The omnipresent litigation undercuts the credibility of the litigation process. When
every deal is subject to dispute, it is easy to look askance at stockholder litigation
without remembering that stockholder litigation is actually an important part of
the Delaware legal framework.°

Similarly, in In re Trulia, Chancellor Andre Bouchard rejected a settlement in a
Disclosure Only case related to Zillow’s acquisition of Trulia, stating:

Practitioners should expect that disclosure settlements are likely to be met with
continued disfavor in the future unless the supplemental disclosures address a
plainly material misrepresentation or omission, and the subject matter of the
proposed release is narrowly circumscribed to encompass nothing more than
disclosure claims and fiduciary duty."

Following Delaware’s clear signal to counsel, there was a significant shift in the filing
of Disclosure Only cases from state to federal courts in 2016. Disclosure Only cases
represented 82 of the 89 M&A class actions filed in 2016.

2016 89
2015 25

2014 15

2013 15

2012 16

9 “PwC’s Deals Year-End Review and 2017 Outlook,” PwC.
http://www.pwc.com/us/en/deals/publications/assets/PwC-deals-year-end-review-2017-outlook.pdf

10 Acevedo v. Aeroflex HIdg. Corp., No. 9730-VCL, 2015 WL 4127547, *65 (Del. Ch. July 8, 2015), available at,
http://blogs.reuters.com/alison-frankel/files/2015/07/acevedovaeroflex-settlementhearingtranscript.pdf
(last accessed April 14, 2017).

11 In re Trulia, 129 A.3d 884, 898 (Del. Ch. 2016), available at,
http://courts.delaware.gov/opinions/download.aspx?ID=235370 (last accessed April 14, 2017).



All of the Disclosure Only cases occurred prior to closing of the proposed transaction. The
average time between announcement of the transaction to the public and the filing of a
class action was 53 days—the same amount as 2015. The speed with which the deals were
publicly announced, the complaints were drafted and filed, and the cases were settled, was
one of the indicators that the Court of Chancery viewed as suggesting a lack of substance in
these cases.!?

Once filed the Disclosure Only cases moved rapidly through the courts. Out of the 82 newly
filed Disclosure Only class actions, 43 had been dismissed, at least 19 with prejudice,
including one after a motion to dismiss pursuant to Fed. R. Civ. P. 12(b)(6) for failure to state
a claim.'®

While the uptick in M&A litigation was largely driven by the influx of Disclosure Only class
actions, even after removing these cases we saw a sharp increase in M&A litigation year-
over-year—with one class action filed in 2015 and seven in 2016. These non-Disclosure Only
M&A-related class actions alleged, among other things, that:

* Aresidential solar provider was unable to obtain financing to complete a merger because
of misleading representations surrounding the company’s liquidity.

* A clothing retailer misrepresented the success a recent acquisition had on its
business prospects.

* Two separate companies failed to provide shareholders sufficient notice of a go-private
merger transaction.

* Two separate companies engaged in improper transactions in an effort to lower their
corporate tax rate.

Improper activities and investigations

Forty-two of the 220 non-accounting class actions filed in 2016 alleged that the defendants
engaged in improper activities and/or investigations. As compared to the 16 class actions
citing improper activities and/or investigations in 2015, this represents a 163% year-over-
year increase. A substantial portion of these cases, 19 in total, involve allegations of kickback
payments, price manipulation in violations of antitrust laws, or various forms of fraud. Based
on a review of court filings, SEC filings, and regulatory enforcement files, where these class
actions are related to a government investigation, the majority were filed soon after the
government investigation became public.

Additionally, 2016 saw five class actions in which shareholders filed complaints over
company practices which negatively affected the environment. These class actions allege
environmental contamination, as well as violating EPA regulations over car emissions.

For example, on November 5th, 2015, a dam in Brazil failed, causing flooding and
devastation in surrounding towns. The dam, which was used to contain “tailings” or mining
waste, held water believed to contain various hazardous elements. The complaint alleged
that the mining company responsible for the dam “made materially false and misleading
statements concerning the company’s commitment to safety” and “disregarded the
precarious condition of the...dam and...tailings facilities.” Securities analysts subsequently
stated, as a result of incident, they expected the company “to suspend its mining operations
for several years” and that “remediation costs are expected to far exceed $1 billion”.

12 Id. at 892.
13 We observed 51 different law firms named in 82 Disclosure Only complaints. Seven law firms dominated
those complaints, being listed as lead or secondary counsel 91 times.

13



False/misleading statements and adverse factors

Forty-eight of the total 220 of the 2016 non-accounting class actions alleged either:

(1) false or misleading statements made by the company; (2) misrepresentations of
future prospects in the market in which the company operates; or (3) late disclosure of
additional adverse factors.

Cases citing other non-accounting issues

Additionally, 26 of the 220 non-accounting class actions filed in 2016 contained other
types of allegations such as: insider trading, Ponzi schemes, and product-efficacy issues.

IPOs

According to PwC’s 2016 Annual US Capital Markets Watch, there were 123 IPOs in
2016—down approximately 37% from 2015.* While, in years past, the enactment of the
2012 JOBS Act led to increased IPO-related securities litigation, 2016 broke with that
trend: IPO-related litigation decreased from 23 class actions to 15.

Figure 10: 2016 15
Number of IPO-
related US federal VIS 23
securities class
action lawsuits filed | MR 19
per year, 2012-2016
2013 13
2012 10

The IPO-related class actions filed in 2016 included allegations that the Prospectus or
Registration Statement included false or misleading statements or failed to disclose
material information related to:

Strategic shifts in operations, including workforce downsizing

The efficacy of products and pharmaceutical drugs

Prospective liabilities

Unsustainable debt/expense growth and declining revenue and outlook

Questionable or illegal activities brought to the company’s attention by regulators

14 “2016 Annual US Capital Markets Watch,” PwC.
http://www.pwc.com/us/en/deals/publications/us-capital-markets-watch.html

14 Arrising tide or a rogue wave? 2016 Securities Litigation Study



The securities laws generally provide for a three-year statute of limitations for suits
connected to the issuance of securities.!® In most cases, plaintiffs’ file the class action
the year after the IPO filing. As an illustration, the following table depicts the number of
IPO-related class actions filed in each year from 2011 to 2016, and the year in which the
underlying IPO occurred.

Year of IPO Figure 11:

2011 2012 2013 2014 2015 2016 Total Number of IPO-
. . . . . . related US federal

securities class
action lawsuits filed
by year 2011-2016*

T Excludes non-IPOs (e.g., secondary offerings, private offerings)

A significant portion of IPO-related class actions filed in 2016 focused on EGCs (53%).
This was a reduction from 65% in 2015. Nonetheless, it appears the reduced disclosure
requirements of the JOBS Act may be responsible for a substantial proportion of the
litigation facing newly public companies.

5% Figure 12:
6%

1%

Percentage of IPOs
resulting in US federal
securities class
action lawsuit filings
per year, 2014-2016

2014 2015

196 IPOs

304 IPOs

94%

EE —IPOs resulting in a federal —IPO backlog with
securities class action filing potential for future filings

15 See 15 U.S.C. § 77m (2017)
2016 Securities Litigation Study 15



Trends to watch

Cybercrime

As we noted in last year’s study, we saw derivative actions—but not securities class
actions—brought as a result of cybercrime incidents in 2014 and 2015. While 2016 also
did not have a class action filing, the beginning of 2017 changed that trend with a class
action filed in response to a major cyber attack at Yahoo! Inc. (“Yahoo”).

In July 2016, Verizon and Yahoo announced a merger transaction in which Verizon
would purchase all of the outstanding shares of Yahoo Holdings Inc., the holding
company which contains Yahoo’s core internet business. In a September 2016 8-K filing,
in the midst of closing the deal, Yahoo revealed that at least 500 million users’ account
information was stolen by hackers in 2014. In its November 2016 10Q filing with the
SEC, Yahoo disclosed that, as a result of the data breach, it is being investigated by
federal, state and foreign regulators to determine whether it had complied with various
breach disclosure and securities laws in its handling of the event. One month later, in

a December 2016 8-K filing, Yahoo disclosed that, in a separate 2013 attack, hackers
obtained account information for a billion users.

In January 2017, a class action was filed against Yahoo in the United States District
Court for the Northern District of California, alleging that the company had failed to
adequately safeguard user data, thereby making its public statements materially false
and misleading. In particular, the plaintiffs allege that:

(i) Yahoo failed to encrypt its users’ personal information and/or failed to encrypt
its users’ personal data with an up-to-date and secure encryption scheme; (ii)
consequently, sensitive personal account information from more than 1 billion
users was vulnerable to theft; (iii) a data breach resulting in the theft of personal
user data would foreseeably cause a significant drop in user engagement with
Yahoo'’s websites and services; and (iv) as a result, Yahoo’s public statements were
materially false and misleading at all relevant times.!¢

In March of this year, the DOJ announced the indictment of Russian intelligence officers
in connection with the Yahoo hacks.

As the Federal Trade Commission (“FTC”), and now the SEC, pursue companies for
inadequate or inaccurate public disclosures pre-breach, we expect to see more class
actions following data breaches.

16 Madrack v. Yahoo! Inc. et al., No. 17-cv-00373 (LHK) (N.D. Ca. 2017), Complaint (Dkt. 1) at 21



Judicial Update

Response to Omnicare decision

On March 4 2016, the United States Court of Appeals for the Second Circuit issued the first
significant interpretation of the 2015 Supreme Court decision in Omnicare, Inc. v. Laborers
District Council Construction Industry Pension Fund. In Omnicare, the Supreme Court held
that an issuer may be liable for an opinion if the issuer does not genuinely hold the opinion or
if a fact offered in support of the opinion is itself materially false or misleading.!”

In Tongue v. Sanofi, Sanofi acquired the drug maker Genzyme in 2011.18 In an effort to make
the deal more lucrative for shareholders, Sanofi offered contingent value rights (“CVR”)
entitling shareholders to cash payments once certain regulatory milestones for Lemtrada
were achieved. In its 2011 offering documents, Sanofi expressed optimism that the drug
would be approved. However, in 2013, the FDA rejected Sanofi’s application for the drug.
After Sanofi submitted a new application, the FDA approved the drug, but the approval came
too late for the CVR holders to benefit.

Plaintiffs alleged that, among other things, Sanofi had information that rendered its
optimistic opinion false and misleading. In particular, the plaintiffs asserted that the FDA had
expressed skepticism about the method Sanofi used to conduct clinical trials of Lemtrada.
The clinical trials methodology was subsequently cited by the FDA panel as one reason why it
rejected the drug application.

The District Court dismissed the complaint, and the Second Circuit affirmed. In addressing
Omnicare, the Circuit noted that the Supreme Court had “cautioned against an overly
expansive reading of” the Omnicare standard."” In particular, the Court emphasized the
importance of both the context in which the opinion is offered, and the fact that opinions
are often based on the weighing of conflicting facts and, therefore, will frequently be issued
in the face of evidence to the contrary. Finally, the Court noted that, while Omnicare set a
standard for liability for falsely held opinions, it did not mandate that companies disclose
every fact in their possession that conflicted with their opinions.2°

Tongue thus signals that the Circuit will look skeptically on efforts to use Omnicare to expand
the scope of issuer liability for honestly held, but ultimately inaccurate, opinions.

Supreme Court Appointment

On April 10, 2017, Neil M. Gorsuch was sworn in as an Associate Justice of the Supreme
Court, taking the seat previously held by late Justice Antonin Scalia.

Justice Gorsuch, who holds a relatively conservative judicial record, is unlikely to
dramatically shift the Court from the positions it held while Justice Scalia was on the

bench. For instance, in connection with Omnicare, Judge Gorsuch expressed a view that

the opinion should have limited reach. In fact, Justice Clarence Thomas cited an opinion by
Judge Gorsuch in his concurring opinion in Omnicare advocating for a narrow reading of the
ruling.?!

17 Omnicare, Inc. v. Laborers Dist. Council Constr. Indus. Pension Fund, 135 S. Ct. 1318, 1332 (2015)

18 816 F.3d 199 (2d Cir. 2016)

19 Id. at 210

20/d.

21 Omnicare, Inc. v. Laborers Dist. Council Const. Indus. Pension Fund, 135 S. Ct. 1318, 1337 (2015)
(Thomas, J., concurring) (quoting MHC Mut. Conversion Fund, L.P. v. Sandler O’Neill & Partners, L.P.,
761 F.3d 1109, 1116 (10th Cir. 2014) (Gorsuch, J., concurring) (“[I]t is difficult to find many [courts] actually
holding a security issuer liable on this basis ... and ... the approach has been questioned by others on
various grounds”)).
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Regulatory Update

FCPA pilot program

During 2016, the DOJ publicly emphasized its commitment to prosecuting individuals and companies for violations of
the FCPA. It announced the priority of these cases in an April 5, 2016 guidance memo from Andrew Weissmann, Chief of
the DOJ’s Fraud Section. That memo outlined a three-pronged approach to enforcement of the FCPA.?2

The first prong was a pledge of additional resources to the Criminal Division’s Fraud Section—specifically, a 50%
increase in head count. Additionally, the memo outlined the creation of three new teams of Federal Bureau of
Investigation (“FBI”) agents committed to the investigation and prosecution of FCPA violations.

In the second prong of the initiative, the DOJ re-emphasized its commitment to working with international law
enforcement agencies through the sharing of leads, documents and witnesses.2* This portion of the initiative is being
reciprocated by foreign counterparts. For example, the United Kingdom recently announced the creation of the first UK
Anti-Corruption Strategy.2*

The third, final, and possibly most significant portion of the initiative was the creation of an FCPA enforcement pilot
program. The underlying objective of the pilot program is to encourage companies and individuals to:

1. Self-report potential FCPA violations;
2. Fully cooperate with the DOJ regarding FCPA matters; and
3. Remediate deficiencies in the controls and compliance programs that monitor such activities.?®

Even upon successfully self-reporting, cooperating and timely remediating violations, companies are still required to
forfeit any ill-gotten gains.

If all of the requirements under the third prong of the pilot program are met, a company can qualify for “up to

a 50% reduction off the bottom end of the Sentencing Guidelines fine range, if a fine is sought,” and “generally
should not require appointment of a monitor if a company has, at the time of resolution, implemented an effective
compliance program.”2®

As of March 10, 2017, the pilot program entered a review process to better determine the positive and negative effects it
has had on the global economic landscape.?”

DOJ and SEC staffing

Several key positions at both the SEC and DOJ remain unfilled under the new presidential administration, which will
likely lead to reduced enforcement efforts in the near term. In particular, the SEC has only two of five Commissioners,
and the current Chairman and Director of Enforcement are both in acting roles. Similarly, the DOJ is operating with
several key roles being held by temporary appointment, including the Deputy Attorney General, US Attorneys, and the
Assistant Attorney General for the Criminal Division. In addition, both agencies have experienced the retirement of
many line personnel.

Forthcoming legislation

The President and the Republican-led Congress have both signaled an intent to modify the terms of the Dodd-Frank
Wall Street Reform and Consumer Protection Act as well as the structure and nature of the related Consumer Finance
Protection Bureau. The contour of those changes remains insufficiently defined, as of the time of this report, to predict
what impact they may have on future class actions.

22 “The Fraud Section’s Foreign Corrupt Practices Act Enforcement Plan and Guidance,” The United States
Department of Justice. https://www.justice.gov/archives/opa/blog-entry/file/838386/download

23 Ibid

24 “Tacking Corruption Overseas: Government Response to the Committee’s Fourth Report of Session 2016-
17,” UK Parliament.
https:/www.publications.parliament.uk/pa/cm201617/cmselect/cmintdev/911/91102.htm

25 “The Fraud Section’s Foreign Corrupt Practices Act Enforcement Plan and Guidance,” The United States
Department of Justice. https://www.justice.gov/archives/opa/blog-entry/file/838386/download

26 Ibid

27 “Acting Assistant Attorney General Kenneth A. Blanco Speaks at the American Bar Association National
Institute on White Collar Crime,” The United States Department of Justice. https://www.justice.gov/opa/
speech/acting-assistant-attorney-general-kenneth-blanco-speaks-american-bar-association-national
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What this means for your business

D Enforcement may be here to stay
It is likely that 2016’s uptick in enforcement actions, and concomitant follow-on class
action litigation, will carry into 2017. FCPA violations, money laundering and fraud
allegations continue to drive regulators’ and federal law enforcement’s investigative
priorities. Given that the targets of such investigations can suffer the impacts twice—
first through regulatory fines, then through litigation costs—companies should
conduct rigorous tests to evaluate their internal control environments and compliance
policies and procedures to reduce their risk of regulatory enforcement, and help ensure
shareholder value will not be lost.

D Changing landscape
With the possibility of further legislative churn around the ACA, and an altered
regulatory environment, prior public statements about expected future performance
may no longer be accurate for healthcare industry participants. While Omnicare
provides some protection against shareholder litigation when those expectations fall
short, companies should still consider their prior guidance and ensure that they are
effectively conveying the impact of current events.

D Cybersecurity: Shareholder litigation breakthrough
The debut of securities class actions arising from the Yahoo data breaches will likely
inspire future suits following other cyber events. In addition, the SEC has signaled that
it will closely examine public statements about companies’ cybersecurity risk should an
event arise, much as the FTC has done in connection with privacy policies. Accordingly,
companies should carefully consider their cybersecurity controls, governance, and
public statements to ensure that they are adequately protected, should the seemingly
inevitable occur, and they become the victim of a cyber-attack.

D Old trends to reappear
The events of 2016 show that small-and micro-cap companies are still facing
shareholder litigation at a faster rate than larger companies. Similarly, IPO class actions
continue to show that EGCs are frequently targeted by the plaintiffs’ bar. Since the
new revenue recognition standards for public companies have been extended to 2018,
companies may use 2017 as a springboard for implementing the new guidance. The
more subjective nature of these standards may lead to increased securities litigation as
shareholders question the judgments that led to companies’ accounting decisions.



By the numbers

Figure 13:

Year settled 2012 2013 2014 2015 2016
Settlements: Number of settled cases 72 69 77 85 66
all cases, 2012-2016™ Less: zero-dollar ($0) & 4 3 2 3 4
undisclosed settlements
Net settlements* 67 66 75 82 61
Total settlement valuet 2,998,600 3,750,300 2,889,900 4,006,500 2,821,000
(in thousands $)
Average settlement 44,800 56,800 38,500 48,900 46,200
value (in thousands $)
Median settlement value 10,000 9,100 6,500 8,700 9,000
(in thousands $)
Number of outliers 1 - - - 1
Settlement value of 2,425,000 - - - 1,062,000
outliers (in thousands $)
Total settlement value 5,423,600 3,750,300 2,889,900 4,006,600 3,883,000
including outliers
(in thousands $)
T Year of settlement is determined based on the primary settlement pronouncement. Any subsequent settlement amounts are
attributed to the primary announcement year. Settlement information reflects only those cases filed and settled after pas-
sage of the PSLRA (12/22/1995).
I Number of cases and amounts used to calculate average and median settlement values.
Figure excludes outlier settlements.
Figure 14: 2012-2015 2016
Percentage of Total settlement (in millions $) % %
settled cases by 100+ 12 14
settlement value
range, 2012-20161# |  50-99.99 6 6
20-49.99 12 15
10-19.99 14 11
5-9.99 15 17
2-4.99 21 20
0-1.99 20 18

T Year of settlement is determined based on the primary settlement pronouncement. Any subsequent settlement amounts
are attributed to the primary announcement year. Settlement information reflects only those cases filed and settled after
passage of the PSLRA (12/22/1995). Percentages have been rounded to whole numbers. Totals may not sum exactly due
to rounding.

I The 2012 outlier settlement is included in this figure.
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Year settled
Number of settled cases

Less: zero-dollar ($0) &
undisclosed settlements

Net settlementst

Total settlement valuet
(in thousands $)

Average settlement value
(in thousands $)

Median settlement value
(in thousands $)

2012 2013
36 34

1 -

35 34
1,063,500 2,252,800
30,400 66,300
5,500 6,800

2014 2015 2016

41 38 23

41 38 23
1,561,800 1,225,400 1,357,800
38,100 32,000 47,900
6,300 5,200 12,000

T Year of settlement is determined based on the primary settlement pronouncement. Any subsequent settlement amounts
are attributed to the primary announcement year. Settlement information reflects only those cases filed and settled after

passage of the PSLRA (12/22/1995).
I Number of cases and amounts used to calculate average and median settlement values.
Figure excludes outlier settlements.

Year settled
Number of settled cases

Less: zero-dollar ($0) &
undisclosed settlements

Net settlements

Total settlement valuet
(in thousands $)

Average settlement value
(in thousands $)

Median settlement value
(in thousands $)

Number of outliers

Settlement value of
outliers (in thousands $)

Total settlement value
including outliers
(in thousands $)

2012 2013

36 35

3 3

33 32
1,935,100 1,497,500
60,500 46,800
19,300 11,000

1 -
2,425,000 -
4,360,100 1,497,500

2014 2015 2016

36 47 43

2 3 4

34 44 39
1,328,100 2,781,100 1,719,200
39,100 63,200 45,200
7,300 11,500 8,300

- - 1

- - 1,062,000
1,328,100 2,781,100 2,781,200

T Year of settlement is determined based on the primary settlement pronouncement. Any subsequent settlement amounts
are attributed to the primary announcement year. Settlement information reflects only those cases filed and settled after

passage of the PSLRA (12/22/1995).
T Number of cases and amounts used to calculate average and median settlement values.
Figure excludes outlier settlements.

Figure 15:

Settlements:
accounting cases,
2012-20161#

Figure 16:

Settlements:
non-accounting
cases, 2012-20161#
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Figure 17:

Settlement values: by institutional investor as
lead plaintiff, 2012-20161#

2012 2013 2014 2015 2016

Cases Settlement | Cases Settlement | Cases Settlement | Cases Settlement | Cases Settlement
settled  (nthousands$) | settled (nthousands$) | settled  (nthousands$) | settled  (nthousands$) | settled  (inthousands$)

Public pension 32 4,372,200 30 2,697,200 35 2,323,500 41 3,132,800 16 1,198,800
Other institutional 14 330,200 7 117,200 14 321,200 9 363,000 14 791,200

Total institutional

. 46 4,702,400 37 2,814,300 49 2,644,800 50 3,495,700 30 1,990,000
investors

Less: zero-dollar - - - - _
($0) & undisclosed
settlements

Less: outlier 1 2,425,000 - - - - - - - -
settlements

Net settlements’ 45 2,277,400 37 2,814,300 49 2,644,800 50 3,495,700 30 1,990,000

Average - 50,600 - 76,000 - 54,000 - 70,000 - 66,300
settlement

T Year of settlement is determined based on the primary settlement pronouncement. Any subsequent settlement amounts are attributed to the primary
announcement year. Settlement information reflects only those cases filed and settled after passage of the PSLRA (12/22/1995).
I Number of cases and amounts used to calculate average settlement values.
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Figure 18:
2012 2013 2014 2015 2016

Indust % % % % %
L ° 0 ° ° ° Percentage of US

High-technology: computer services, elec- federal securities

tronics, and telecommunications class action

B e - | lawsuits by industry,
Health: pharmaceuticals, medical 2012-2016"

devices, and health services
Energy: energy, utilities, and oil and gas

Financial services

Business services

Retail

Manufacturing

other

1 Percentages have been rounded to whole numbers. 1-10% 11-20% 21%+

Totals may not sum exactly due to rounding. - -
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Figure 19:

Percentage of

US federal securities
class action lawsuits
filed by circuit, 2016

Figure 20:

Percentage of US
federal securities
class action lawsuits
filed by circuit,
2012-20161

0-5% M 6-10% M 11%+

2012 2013 2014 2015 2016
Circuit % % % % %
District of Columbia - 1 1 0 0
First 6 6 4 4 4
Second 30 34 31 26 23
Third 7 10 13 11 11
Fourth 5 4 4 3 4
Fifth 5 6 7 8 6
Sixth 6 2 5 1 4
Seventh 6 5 4 3 5
Eighth 4 1 2 2 2
Ninth 19 28 24 35 32
Tenth 5 2 4
Eleventh 6 3 4 5 5

T Percentages have been rounded to whole numbers. Totals may not sum exactly due to rounding.
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Figure 21:

Number of US federal
securities lawsuits
filed with institutional
investors as lead
plaintiff, 2012-20167

e mEE

2012 2013 2014 2015 2016

Union/public pension funds @ Other institutional investors

T Final 2016 data is not available to date; the full-year projections are based upon filings through June 30, 2016.

2012 2013 2014 2015 o016 | Floure 22
T (o) [0) 0, ) (o)
S “ 20 0 0 0 Percentage of US
CEO 94 91 94 96 92 federal securities
CFO 78 76 80 75 g3 | classaction
lawsuits naming
Chairman 57 52 41 50 52 particular officers
. or committees,
President 68 61 53 46 56 2012-20161
Director 62 48 55 55 55
Audit Committee 6 7 4 9 16

T Titles are based on those named in the complaint.
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Methodology

The PwC Securities Litigation database contains shareholder class actions filed since
1994. The focus of this Study is on all cases filed after passage of the Private Securities
Litigation Reform Act (PSLRA). PwC tracks all cases filed and more than 50 data points
related to each case, including court, circuit, company location, SIC code, class period,
stock exchange, and lead plaintiff type.

PwC also analyzes a variety of issues, including whether the case is accounting-related,
a breakdown of accounting issues, and settlement data.

Sources include case dockets, news articles, press releases, claims administrators and
SEC filings.

Filings from 1996 onward occurred after the PSLRA of December 22, 1995; filings
for 1999-2016 occurred after the Securities Litigation Uniform Standards Act of
November 3, 1998.

The year a case was filed is determined by the filing date of the initial complaint
in state or federal court. Multiple filings against the same defendant with similar
allegations are counted as one case.

Company names used to reference cases throughout this Study are determined
according to one of the following:

(1) the first named defendant;

(2) the company of the affected security or securities; and/or

(3) the management company of the security or securities.

All figures, except when noted, exclude “IPO laddering,” “analyst,” and “mutual fund”
cases pertaining to the 2003-2004 “market timing” and “revenue sharing” cases.

Figures also exclude securities suits filed as individual actions or group actions, and
only include securities suits filed as shareholder class actions. Figures for 2011 and
2012 presented in this Study have been revised from previously published figures to
exclude securities suits filed as individual actions or group actions. Securities suits
filed in previous years as individual actions or group actions continue to be separately
monitored for class certification.
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