UNI TED STATES DI STRI CT COURT
DI STRI CT OF CONNECTI CUT

I N RE XEROX CORPCRATI ON Civil Action No.
SECURI TI ES LI TI GATI ON ) 3: 99CV02374 (AW)

RULI NG ON MOTI ON TO DI SM SS

The plaintiffs bring this class action on behalf of all
persons who purchased common stock from Xerox Corporation
(“Xerox”) during the period from October 22, 1998 t hrough
Cctober 7, 1999, seeking redress for alleged violations of the
Securities Exchange Action of 1934 (the “Exchange Act”). The
plaintiffs bring their clains under Sections 10(b) and 20(a) of
t he Exchange Act, respectively 15 U. S.C. 88 78j(b) and 78t (a),
and Rule 10b-5, 17 C F.R 8 240.10b-5, promul gated by the
Securities and Exchange Conmm ssion (“SEC’) pursuant to Section
10(b). The defendants, Xerox Corporation (“Xerox”) and three
executive officers of Xerox, have noved to dism ss the
plaintiffs’ amended consolidated conplaint for failure to state
a claim For the reasons set forth below, the defendants’
nmotion to dismss i s being denied.

| . Fact ual Backqgr ound

For purposes of this notion, the court accepts as true the

plaintiffs’ factual allegations as set forth in the conplaint.



The plaintiffs are individuals or entities who purchased
Xer ox conmon stock during the period from Cct ober 22, 1998,
when Xerox first clained that it was benefitting froma
restructuring, through Cctober 7, 1999, when Xerox discl osed
that the restructuring had resulted in problens that were
affecting its operations and revenues. The conplaint alleges
that the defendants are: Xerox, a New York corporation with
its executive offices located in Stanford, Connecticut, which
is publicly traded on the New York Stock Exchange; Paul Allaire
(“Allaire”), who “has served as Chairman of the Board of
Directors since May 1999, Chief Executive Oficer from My 1991
to April 1999, Chairman of the Executive Conmttee, and a
Menmber of the Board of Directors since 1986[]”, Conpl. { 15a;
Ri chard Thoman (“Thoman”), who “has served as President and
Chief Operating Oficer since June 1997, Chief Executive
Oficer since April 1999, a Menber of the Executive Conmttee,
and a Menber of the Board of Directors since June 1997[]",
Compl . § 15b; and Barry Roneril (“Roneril”), who “has served as
Executive Vice President and Chief Financial Oficer since
1993, Vice Chairman of the Board of Directors since April 1999
and a Menber of the Board of Directors since April 1999.”
Conmpl . § 15c.

From 1995 t hrough 1998, the price of Xerox’s common stock
consistently increased. However, at the end of 1998, the
docunent processing market shifted fromold-style copiers to
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new di gital nodels, and Xerox’s traditional dom nance of the
mar ket was threatened. Analysts had noted the need on Xerox’s
part to cut costs. In connection with an effort to becone nore
conpetitive, Xerox announced, on April 7, 1998, that it would
engage in a restructuring of its operations. Xerox stated in a
press rel ease, anong other things, that in connection with the
restructuring, it would be closing one of its four

geogr aphically organi zed custonmer adm nistrative centers in the
United States and organi zing the three remai ning centers by
custoner segnent. Xerox planned to lay off 11%of its

wor kforce in the process. Xerox clainmed, anong other things,
that this restructuring would achieve significantly greater
productivity and result in an increased speed of response to
the marketplace. Xerox estimated that there would be pre-tax
savi ngs of approximately $1 billion annually as a result of the
initiatives.

Xerox’s restructuring was nuch nore w despread than the
defendants had told investors. Although Xerox stated that it
was cl osing one of four custonmer adm nistrative centers in the
United States, inreality, it consolidated 36 regional centers
into three facilities. These facilities had to provide the
sane nationwi de service as had previously been provided by the
36 regional centers, but were staffed |largely by inexperienced
and unskill ed enpl oyees. The reduced nunber of custoner
adm nistrative centers and the i nexperienced staff could not
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performthe tasks necessary for or required by the
restructuring. Consequently, throughout the second part of
1998, and all of 1999, Xerox experienced operational
difficulties that materially affected its operations, custoners
and sales. For exanple, inexperienced and unskilled enpl oyees
were unable to process in a tinely fashion the volunme of sales
orders that had been processed by their skilled predecessors.
Substanti al del ays and custoner dissatisfaction becone the
nor m

The absence of skilled enployees at the three custoner
adm ni strative centers also affected Xerox's sales force, which
had to take on tasks for which it had not been trained, nanely,
t he processi ng of paperwork and tracking of custoner orders.
These additional duties distracted nenbers of the sales force
fromtheir sales duties. As a result, Xerox’s sales began to
sl ow.

By the beginning of the class period in Cctober 1998, the
restructuring had generated problens that not only underm ned
Xerox’s operations, but affected custoner purchases as well.
These probl ens included del ayed deliveries and inproper follow
up service, canceled orders, and reduced revenue caused by
substantial discounts given to dissatisfied custoners in order
to retain their business. Mny custoners swtched to Xerox’s
conpetitors because they were dissatisfied with Xerox’ s |ack of
custoner service and inability to deliver equipnent within a
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reasonable tinme frane.

Throughout the class period, any short-term savi ngs Xerox
realized as a result of the restructuring were substantially
out wei ghed by these operational problens and their adverse
i npact on Xerox’'s custoners and sal es. These probl ens were not
di sclosed to the investing public. Rather, throughout the
cl ass period, the individual defendants nade statenents about
the positive effects of Xerox's restructuring, while concealing
its material negative inpact on the conpany’ s operations,
custoners and sales. The individual defendants cl ained, anong
ot her things, that operating profit margins had inproved; that
Xerox was realizing the cost-saving benefits of the
restructuring; that Xerox’s sales force was energi zed and
noti vated, and the focus of the entire organization was on
getting in front of the customer, and that sal es devel opnent
i ncluded in-depth training; that Xerox’s second quarter 1999
revenue would rise by five percent; that Xerox woul d experience
annual per share earnings growh in the md-to-high teens in
1999 and beyond; that Xerox had fixed nost of its sales
real i gnnent problens; and that the restructuring was going
according to plan.

The defendants al so conveyed, throughout the class period,
their representations to the nmarket through anal ysts, who were
specifically provided information with the defendants’
under st andi ng and expectation that they would republish it.
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Fol l owi ng the issuance of the above-described statenents by the
def endants, analysts stated that the restructuring, anong ot her
t hi ngs, was successful and on track to be conpleted, would

assi st Xerox in neeting double-digit earnings targets, enabled
Xerox to growits sales while cutting costs, provided cost

savi ngs that would hel p Xerox weather the Asian and Brazilian
econom c crises, would enable Xerox to neet Wall Street’s

earni ngs expectations, and had enabl ed Xerox to stun its
conpetition; they also stated that problens arising out of the
reorgani zation of Xerox’s sales force had been nostly fixed in
May 1999 and that the conpany was on course to neet earnings
expect ati ons.

In January 1999, the defendants portrayed the
restructuring as a success and announced, on January 6, 1999,
that Xerox was building on this success by realigning its sales
force into four operating groups, changing it froma
geographical orientation to a vertical industry-based
organi zation. In fact, throughout nost of the country, this
realignment did not begin until after the class period ended.
The price of Xerox's common stock rose in response to the
def endants’ representations.

I n January and February 1999, twelve Xerox insiders,

i ncluding the three individual defendants, sold significant
anounts of Xerox stock. Defendant Allaire received gross
proceeds of over $11.8 mllion fromhis stock sales. Defendant

-6-



Thoman recei ved gross proceeds of approximately $18.4 nillion
fromhis stock sales. Defendant Roneril received gross
proceeds of approximately $1.2 mllion fromhis stock sal es.

On Cctober 8, 1999, two weeks foll ow ng assurances by
Xerox to investors that the restructuring was proceedi ng
according to plan, Xerox announced that its third quarter
results would fall materially short of analysts’ expectations
that it had endorsed weeks earlier. The defendants admtted
that the restructuring had had a detrinental inpact on the
conpany, and that sales productivity had been adversely
affected by the ongoing inpact of the restructuring. That day,
Xerox stock was the nost heavily traded on the New York Stock
Exchange, falling by nore than 25%in response to the news, to
$31. 75 per share, or down approximately 50% fromthe stock’s
hi gh during the class period.

1. Legal Standard

a. Rul e 12(b)(6)

Di sm ssal pursuant to Rule 12(b)(6) of the Federal Rules
of Cvil Procedure for failure to state a cl ai mupon which
relief may be granted is not warranted “unless it appears
beyond doubt that the plaintiff can prove no set of facts in
support of his claimwhich would entitle himto relief.”

Conley v. G bson, 355 U S. 41, 45-46 (1957). The task of the

court inruling on a Rule 12(b)(6) notion “is nerely to assess



the legal feasibility of the conplaint, not to assay the weight
of the evidence which mght be offered in support thereof.”

Ryder Energy Distrib. Corp. v. Mrrill Lynch Commpdities Inc.,

748 F.2d 774, 779 (2d Cr. 1984) (internal quotation marks and
citation omtted). The court is required to accept as true al
factual allegations in the conplaint and nust draw all

reasonabl e inferences in favor of the plaintiff. See Hernandez

v. Coughlin, 18 F.3d 133, 136 (2d Gr. 1994). However,

“Iw hile the pleading standard is a |iberal one, bald
assertions and conclusions of lawwll not suffice.” Leeds v.

Meltz, 85 F.3d 51, 53 (2d Gr. 1996). See also DeJesus V.

Sears, Roebuck & Co., Inc., 87 F.3d 65, 70 (2d Cir. 1996)("A

conpl ai nt whi ch consists of conclusory allegations unsupported
by factual assertions fails even the |iberal standard of Rule

12(b)(6)."); Furlong v. Long Island Coll. Hosp., 710 F.2d 922,

927 (2d Gr. 1983) (noting that while "Conley permts a pl eader
to enjoy all favorable inferences fromfacts that have been
pl eaded, [it] does not permt conclusory statenents to
substitute for mnimally sufficient factual allegations.").

b. Rul e 9(b) and the PSLRA

Al | egations of securities fraud under 8§ 10(b) of the
Exchange Act and Rule 10b-5 are subject to the pleading
requi renents of Federal Rule of G vil Procedure 9(b): “In al

avernments of fraud or m stake, the circunstances constituting



fraud or m stake shall be stated with particularity. Malice,
intent, know edge, and other condition of mnd of a person may
be averred generally.” Fed. R Gv. P. 9(b) (2001). “A
conpl ai nt maki ng such allegations nust (1) specify the
statenents that the plaintiff contends were fraudulent, (2)
identify the speaker, (3) state where and when the statenents
were made, and (4) explain why the statenents were fraudul ent.”

Shields v. Gtytrust Bancorp, Inc., 25 F.3d 1124, 1127-28 (2d

Cir. 1994) (internal citations omtted).

In 1995, Congress anended the Exchange Act through passage
of the Private Securities Litigation Reform Act of 1995
(“PSLRA”). See Pub. L. No. 104-67, 109 Stat. 737 (codified at
15 U.S.C. 88 77k, 77i, 77z-1, 78a, 78j-1, 78t, 78u, 78u-4,
78u-5). Congress intended through the PSLRA to address the
perceived need to deter neritless private securities |lawsuits,
“including ‘“the routine filing of |awsuits agai nst issuers of
securities and others whenever there is a significant change in
an issuer’s stock price, without regard to any underlying
culpability of the issuer,’” and ‘the abuse of the discovery
process to i npose costs so burdensone that it is often
econom cal for the victimzed party to settle.”” Novak v.
Kasaks, 216 F.3d 300, 306 (2d Cr. 2000) (quoting H R Rep. No.
104- 369, at 31 (1995), reprinted in 1995 U S.C. C. A N 730,
730). In particular, two provisions of the PSLRA inpose
stringent procedural requirenments on plaintiffs pursuing
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private securities fraud actions. First, the PSLRA requires
t hat :

In any private action arising under this chapter in
which the plaintiff may recover noney danages only on
proof that the defendant acted with a particular state
of mnd, the conplaint shall, with respect to each act
or om ssion alleged to violate this chapter, state with
particularity facts giving rise to a strong inference
that the defendant acted with the required state of
m nd.

15 U.S.C. 8§ 78u-4(b)(2) (1997) (enphasis added). Second, it
requires that:

In any private action arising under this chapter in
which the plaintiff alleges that the defendant —

(A) nmade an untrue statenent of a material fact;
or

(B) omtted to state a material fact necessary in
order to make the statenents made, in the light of the
ci rcunstances in which they were nmade, not m sl eadi ng;
the conplaint shall specify each statenent alleged to
have been m sl eading, the reason or reasons why the
statenent is msleading, and if an all egati on regardi ng
the statenent or omi ssion is made on information and
belief, the conplaint shall state with particularity
all facts on which that belief is forned.

15 U S.C 8§ 78u-4(b)(1) (1997) (enphasis added).

Based on a review of the text and |l egislative history of
the PSLRA and the fact that the Second Crcuit pre-PSLRA
pl eadi ng standard for scienter was the strictest in the nation,
the Second Circuit has held that “the PSLRA effectively raised
t he nati onwi de pleading standard to that previously existing in
this circuit and no higher (with the exception of the ‘with

particularity’ requirenent).” Novak, 216 F.3d at 307-11
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(quotation at 10).' The Second Circuit has sunmmari zed the
pl eadi ng standard for scienter established in this circuit
prior to the adoption of the PSLRA as foll ows:

[Pllaintiffs nust allege facts that give rise to a
strong inference of fraudulent intent. “The requisite
‘strong inference’ of fraud may be established either
(a) by alleging facts to show that defendants had both
notive and opportunity to commt fraud, or (b) by
alleging facts that constitute strong circunstanti al
evi dence of conscious m sbehavi or or reckl essness.”

Acito v. IMCERA G oup, Inc., 47 F.3d 47, 52 (2d Cr. 1995)

(quoting Shields, 25 F.3d at 1128) (internal citations
omtted). “Although speculation and conclusory allegations
will not suffice, neither do we require great specificity
provided the plaintiff alleges enough facts to support a strong

i nfference of fraudulent intent.” Ganino v. G tizens Utils.

Co., 228 F.3d 154, 169 (2d Cr. 2000).

This standard was reaffirmed recently in Kalnit v.
Eichler, — F.3d — (2d Cr. 2001) (2001 WL 1007457), where the
Second Circuit laid out the nethodology to be followed in
eval uating a securities fraud conplaint. The court nust
anal yze the conplaint “under both nethods of establishing
scienter[]”, i.e., (a) notive and opportunity, and (b)

consci ous m sbhehavi or or reckl essness. Kalnit, at * 5. Each

! The Second Circuit reiterated its conclusion that the
PSLRA effectively adopted the Second Circuit pleading standard
for securities fraud in Ganino v. Citizens Uils. Co., 228 F.3d
154, 169-70 (2d Gr. 2000), citing extensively to |legislative
hi story.

-11-



all egation made by the plaintiff nust be considered in |ight of
whet her, and if so, how, it supports a strong inference of
fraudul ent intent under one of these two theories, and “the
Conpl ai nt need only plead scienter by alleging either notive
and opportunity, or conscious or reckless msbehavior . . .”".
Gani no, 228 F.3d at 170 (enphasis added).
In the Novak decision, the Second Circuit reviewed its
prior case |aw, which provides guidance as to what ki nds of
all egations may or nmay not neet the “strong inference”
standard. 1d. at 311. The court identified cases in which
plaintiffs had satisfied the strong i nference standard, as well
as cases in which the plaintiffs had failed to do so. The
court noted that, as to the “notive and opportunity” approach,
“the inference may arise where the conplaint sufficiently
all eges that the defendants . . . benefitted in a concrete and
personal way fromthe purported fraud . . .”. 1d. at 311. The
court also took note of precedent holding that a plaintiff
coul d not establish notive and opportunity
based on notives possessed by virtually all corporate
insiders, including: (1) the desire to maintain a high
corporate credit rating, or otherw se sustain the
appearance of corporate profitability, or of the
success of an investnment; and (2) the desire to
maintain a high stock price in order to increase
executive conpensati on.

Id. at 307. Plaintiffs are instead required to allege that the

def endants benefitted in a “concrete and personal way” fromthe
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all eged fraud. This requirenent could be nmet in nost cases by
showi ng the defendants’ “desire to profit from extensive
insider sales.” [1d. at 308.

As to the “conscious m sbehavior or reckl essness”
approach, the court identified several ways in which a
plaintiff could satisfy the pleading standard. For instance, a
plaintiff may sufficiently plead “conscious m sbehavior” by
al l eging that the defendants engaged in “deliberate illegal
behavi or, such as securities trading by insiders privy to
undi scl osed and material information, or know ng sale of a
conpany’s stock at an unwarranted discount.” 1d. at 308.

A plaintiff may sufficiently plead recklessness in this
context by “specifically alleg[ing] defendants’ know edge of
facts or access to information contradicting their public
statenents.” 1d. at 308. Also, under certain circunstances it
may be sufficient for a plaintiff to “allege[] facts
denonstrating that defendants failed to review or check
information that they had a duty to nonitor, or ignored obvious
signs of fraud.” 1d. at 308. For instance, “the pleading
standard was net where the defendant allegedly included false
statenents in SEC filings despite the obviously evasive and
suspi cious statenents nade to himby the corporate officials
upon whom he was relying for this informati on and despite
out si de counsel’s recommendation that these statenents not be
included.” 1d. at 309 (internal quotation marks and citations
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omtted). However, the court noted that liability based upon
reckless conduct is limted in several inportant ways.

[First,] allegations that defendants should have
anticipated future events and made certain discl osures
earlier than they actually did do not suffice to make
out a claimof securities fraud. Second, as |long as
the public statenents are consistent with reasonably
avai |l abl e data, corporate officials need not present an
overly gloony or cautious picture of current
performance and future prospects. . . .Third, there
are limts to the scope of liability for failure to
adequately nonitor the all egedly fraudul ent behavi or of
others. . . .Finally, allegations of GAAP violations
or accounting irregularities, standing alone, are
insufficient to state a securities fraud cl aim

Id. at 308-09.

[11. Discussion

The defendants attack the plaintiffs’ conplaint on two
grounds. First, the defendants contend that the plaintiffs
have failed to state a claimupon which relief may be granted
under Section 10(b) of the Exchange Act, and that the conpl aint
shoul d therefore be dism ssed pursuant to Federal Rule of Cvil
Procedure 12(b)(6). Second, the defendants contend that the
plaintiffs have failed to satisfy the hei ghtened pl eadi ng
requi renents inposed by Federal Rule of Civil Procedure 9(b)

and t he PSLRA.

A Plaintiffs Have Al eged Facts Sufficient to State a
Cl ai m Under 88 10(b) and 20(a)

| . Section 10(b)

Section 10(b) of the Exchange Act, 15 U.S.C. 8 78)j(b) and
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Rul e 10b-5 pronul gated thereunder, 17 C.F.R § 240.10b-5,
prohi bit fraudulent activities in connection with securities
transactions. Section 10(b) makes it unlawful:

To use or enploy, in connection with the purchase or
sale of any security registered on a nationa
securities exchange or any security not so registered,
any mani pul ati ve or deceptive device or contrivance in
contravention of such rules and regulations as the
Comm ssi on may prescri be as necessary or appropriate in
the public interest or for the protection of investors.

15 U S.C. 8§ 78)(b) (1997). Rule 10b-5 specifies the follow ng
actions as being anong the types of behavior proscribed by the
statute:

To make any untrue statenent of a material fact or to
omt to state a material fact necessary in order to
make the statenents nmade, in the |light of the
circunstances under which they were nuade, not
m sl eadi ng .

17 C.EF. R 8 240.10b-5. The Second Circuit has held that

[i]n order to state a cause of action under section
10(b) and Rule 10b-5, ‘a plaintiff nmust plead that in
connection with the purchase or sale of securities, the
def endant, acting with scienter, nmade a fal se materi al
representation or omtted to disclose materia
i nformation and t hat plaintiff's reliance on
defendant's action caused [plaintiff’s] injury.’

Chill v. General Elec. Co., 101 F. 3d 263, 266 (2d G r. 1996)

(quoting Acito, 47 F.3d at 52).

“At the pleading stage, a plaintiff satisfies the
materiality requirenent of Rule 10b-5 by all eging a statenent
or om ssion that a reasonabl e investor woul d have consi dered
significant in making investnent decisions.” Ganino, 228 F. 3d
at 161. In connection with a claimof a material om ssion,

-15-



"there nust be a substantial |ikelihood that the disclosure of
the omtted fact woul d have been viewed by the reasonabl e
i nvestor as having significantly altered the "total m x' of

informati on nade available.” Basic, Inc. v. Levinson, 485 U S.

224, 231-32 (1988) (quoting and adopting the standard in TSC

Indus., Inc. v. Northway, Inc., 426 U S. 438, 449 (1976)).

The defendants make six argunents in support of their
contention that the plaintiffs fail to state a clai munder
Section 10(b) and Rul e 10b-5.

First, the defendants argue that Xerox had no duty to
di scl ose nmundane operational difficulties inherent in the
restructuring of a conpany the size of Xerox. They note that a
conpany has “no duty to disclose all marginally-rel ated
material information any tinme it [chooses] to issue a comment.”

In re Nokia Corp. Sec. Litig., No. 96Cv3752(DC), 1998 W.898334

at *5 (S.D.N. Y. Dec. 22, 1998) (internal quotation marks and
citations omtted). However, it is sufficient if the
plaintiffs plead that the alleged om ssions were material in
the sense that a reasonabl e investor m ght have consi dered them

important in making a decision. See Burke v. Jacoby, 981 F.2d

1372, 1379 (2d Gr. 1992).

Materiality is a m xed question of |law and fact, e.g.,
[TSC Indus., Inc., 426 U S. at 450], and a conpl aint
may not properly be di sm ssed pursuant to Rule 12(b)(6)
(or even pursuant to Rule 56) on the ground that the
all eged msstatenents or onm ssions are not material
unless they are so obviously wuninportant to a
reasonabl e investor that reasonable m nds could not
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differ on the question of their inportance.

&ol dnan v. Belden, 754 F.2d 1059, 1067 (2d Cr. 1985). Here

the plaintiffs have alleged that “[dJuring the Cl ass Peri od,

def endants, while inform ng investors about the cost savings
fromthe restructuring and claimng its financial and
operational benefits, failed to disclose the material negative
i npact that the restructuring had on the conpany’s operations
and revenue.” Conpl. Y 6. They have supported that allegation
with particul arized all egations concerning the reorganization
and why it was not successful, and how the fact that it was not
successful had a material negative inpact on Xerox’'s
operations, custoners and sales. Thus the plaintiffs have done
nore than nerely allege that there was a failure to disclose
mundane operational difficulties or marginally-related materi al
information. Mreover, the plaintiffs have all eged that not
only did the defendants fail to disclose generally the materi al
negati ve inpact of the restructuring on Xerox all the while
touting its benefits, but they also intentionally held back a
substantial anmount of information -- i.e., concerning the

br eakdown of operations and the fact that the resulting
custoner dissatisfaction was |leading to | oss of revenue --

that, if disclosed to investors, would have been viewed by them
as contradicting the defendants’ public statenents. These are
not allegations as to matters that are obviously uninportant to
a reasonable investor. There is a “substantial |ikelihood that
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the disclosure of [this information] would have been vi ewed by
t he reasonabl e investor as having significantly altered the
total mx of information nade available.” Basic, 485 U S at
231-32 (internal quotation marks and citations omtted).

The defendants’ additional argunents that Xerox had no
duty to disclose omtted information, i.e., that accurate
reporting of profit results does not create a duty to disclose
operational problens or |ost sales, that Xerox was not
obligated to describe itself in disparaging terns, and that
failure to neet internal estinmates and sal es quotas does not
create a duty to disclose, are inapposite for the sane reason.
The plaintiffs have alleged nore than the defendants argue is
bei ng al | eged.

Second, the defendants argue that the plaintiffs nmake
claims of corporate m smanagenent, which are not actionable
under the federal securities laws. The Suprene Court has held
that Section 10(b) does not regul ate transactions which are
nei t her deceptive nor mani pul ati ve and which constitute no nore

than internal corporate m smanagenent. Santa Fe Indus., Inc.

v. Geen, 430 U. S. 462, 474-79 (1977). Here, however, the
plaintiffs have alleged nore than internal corporate

m smanagenent. The gravanen of the plaintiffs’ conplaint is
that the defendants failed to disclose, and nade fal se and

m sl eadi ng statenents concerning, the inpact on the conpany of
the internal corporate m smanagenent, and these actions
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artificially inflated the price of Xerox comon stock. Thus,
the plaintiffs’ claimis actionable under Section 10(b). See

Field v. Trunp, 850 F.2d 938, 948 (2d G r. 1988)

(di stinguishing between non-actionable fiduciary duty state | aw
claims and actionabl e conduct that is m sl eadi ng about

corporate m smanagenent); Goldberg v. Meridor, 567 F.2d 209,

220-21 (2d Gr. 1977) (sane).
Third, the defendants argue that fraud by hindsight is not

acti onabl e under Section 10(b). See, e.qg., Stevelman v. Alias

Research Inc., 174 F.3d 79, 85 (2d Cir. 1999) (finding that the

plaintiff's allegations regarding certain “overly optimstic
di scl osures, by thensel ves, appear[ed] to anpbunt to all egations
of ‘fraud by hindsight’, which this Court has rejected as a
basis for a securities fraud conplaint.”) This argunent fails
to properly characterize the plaintiffs’ conplaint, which
al l eges that the individual defendants made fraudul ent
statenments sinultaneously with and in order to cover up the
probl ens caused by the restructuring. The plaintiffs have
al l eged that the individual defendants had detail ed know edge
of problens resulting fromthe restructuring and that Xerox was
|l osing sales as a result of those problens, and that, having
such know edge, they made fal se and m sl eadi ng statenents
concerning the conpany to m sl ead investors.

Fourth, the defendants argue that the defendants’
expressions of optimsmare “non-actionable puffing”. See,

-19-



e.qg., Lasker v. New York State Elec. & Gas Corp., 85 F.3d 55,

59 (2d Cir. 1996) (statenents by a conpany that its *business
strategies [would] lead to continued prosperity” were
“precisely the type of ‘puffery’ that this and other circuits
have consistently held to be inactionable”). However, the
plaintiffs’ allegations go beyond clainms of nmere puffery. The
plaintiffs allege that the defendants nade specific statenents,
including but not limted to those characterized by the
defendants as nerely reflecting optimsm know ng they were
contrary to the conpany’s actual situation

Fifth, the defendants argue that the defendants’ forward-
| ooking statenents are protected by the PSLRA's “safe harbor”
provi sion and by the “bespeaks caution” doctrine. The “safe
har bor” provision provides, in pertinent part, that with
respect to clains based on a false statenent or m sl eadi ng
om ssion, persons shall not be |iable:

w th respect to any forward-|ooking statenent, whether
witten or oral, if and to the extent that —
(A) the forward-|ooking statenent is —
(1) identified as a forward-| ooking statenent,
and is acconpanied by neaningful cautionary
statenents identifying inportant factors that
coul d cause actual results todiffer materially
fromthose in the forward-I| ooking statenent; or
(1i) immaterial; or
(B) the plaintiff fails to prove that the
f orwar d- | ooki ng statenment —
(i) if made by a natural person, was nade with
actual knowl edge by that person that the
statenent was fal se or m sl eading; or
(ii) if made by a business entity[,] was—
(I') rmade by or with the approval of an
executive officer of that entity; and
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(I'l') made or approved by such officer with
actual know edge by that officer that he
statenent was fal se or m sl eadi ng.
15 U.S.C. 8 78u-5(c)(1) (1997). Simlarly, the “bespeaks
caution” doctrine states that liability may not be inposed
based on statenents that, considered in their entirety, clearly

“bespeak caution,” rather than encourage optimsm See,

e.qg., |. Meyer Pincus & Assoc., P.C. v. Oppenheinmer & Co., 936

F.2d 759, 762-63 (2d Cir. 1991). Here, the plaintiffs have
pl ed facts that support a claimthat is not precluded by either
the PSLRA' s “safe harbor” provision or the “bespeaks caution”
doctrine, nanely, that the defendants knew that their forward-
| ooki ng statenents were false and nade themwith the intent to
m sl ead i nvestors.

Si xth, the defendants argue that the content of analysts’
and reporters’ statenments cannot be attributed to the
def endants. However, the plaintiffs allege that the defendants
made fraudul ent statenents and om ssions in order to m slead
the investing public, and that they purposefully conveyed the
m sinformation, in part, by transmtting fraudul ent information
to anal ysts and reporters. Rule 10b-5 makes it unlawful “[t]o
make any untrue statenment of a material fact or to omt to
state a material fact necessary in order to nmake the statenents
made, in the light of the circunstances under which they were

made, not msleading . . ..” 17 C.F.R § 240.10b-5. It does
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not require that such statenments be nmade directly to the person
a defendant intends to defraud.
i Section 20(a)

The conplaint also alleges that the defendants viol at ed
8§ 20(a) of the Exchange Act. Section 20(a) reads, in relevant
part, as foll ows:

Every person who, directly or indirectly, controls any

person |iabl e under any provision of this chapter or of

any rule or regul ation thereunder shall also be |iable
jointly and severally with and to the sane extent as
such controlled person to any person to whom such
controlled person is liable, unless the controlling
person acted in good faith and did not directly or
indirectly induce the act or acts constituting the
vi ol ation or cause of action.
15 U.S.C. § 78t(a) (Wst 2000).

The defendants argue that this claimshould be di sm ssed
because it is derivative of the 8 10(b) claim which the
defendants contend fails to state a claim Because the court
has found that the plaintiffs have stated a claimpursuant to
8 10(b), this argunent fails. The defendants al so argue that
this claimshould be dismssed because the conplaint fails to
pl ead facts sufficient to give rise to an inference that the
i ndi vi dual defendants, Allaire, Thoman, and Roneril, were
“control persons” as defined by the SEC.

The SEC defines a “control person” for the purposes of

8 20(a) as any person who possesses “direct or indirect

power to direct or cause the direction of managenent and
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policies of a person, whether through the ownership of voting
securities or otherwise.” 17 CF. R 8§ 240.12b-2. The
conplaint alleges that Allaire, Thoman, and Roneril each “by
virtue of their high-level positions with the Conpany, directly
participated in the day-to-day nanagenent of the Conpany, was
directly involved in the daily operations of the Conpany at the
hi ghest levels, and was privy to confidential proprietary
i nformati on concerning the Conpany . . .” Conpl. f 16. The
conplaint further alleges that
[t] he I ndividual Defendants, because of their positions
of control and authority as officers and directors of
the Conpany, were able to, and did, control the
contents of the various quarterly and annual financi al
reports, press releases and other public statenents
pertaining to the Conpany. Each Individual Defendant
was provided with copies of the financial statenents
and docunents all eged herein to be fal se and m sl eadi ng
prior to, or shortly after, their issuance, and had the
ability and opportunity to prevent their i ssuance or to
cause themto be corrected.
Compl . § 19. The conplaint also alleges that each of the
i ndi vi dual defendants was “a direct participant in a fraudul ent
schene and course of business that operated as a fraud or
deceit on Xerox common stock purchasers . . .”. Conmpl. § 20.
The defendants descri be these as “general conclusory

al l egations”. However, the court in |In re Fine Host Corp. Sec.

Litig., 25 F. Supp. 2d 61 (D. Conn. 1998) found that simlar

al l egations were sufficient to state a clai munder 8§ 20(a).
Plaintiffs have alleged nore than nere status in their
conplaint. . . . [Flor exanple, plaintiffs allege that
“by virtue of their high level positions, their
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responsibility for financial reporting and their

i nti mate know edge of the Conpany’ s financial condition

and busi ness practices, [the individual defendants] had

the power to, and did, directly influence and control

t he decision-making and financial reporting of [the

conpany].” Such an allegation goes beyond nere status

and is plainly sufficient to defeat a notion to di sm ss

on that ground.
ld. at 73. The court went on to note that even if, as sone
courts have found, it is necessary for the plaintiffs to allege
that the individual defendants in a 8 20(a) action “engaged in
cul pabl e conduct or acted with scienter”, that standard had
been net by the plaintiffs in pleading the scienter required
for the underlying violation of the Securities Exchange Act.
ld. at 72.

The allegations in the conplaint in this case are simlar

to those in Fine Host Corp., and are, likew se, sufficient to

survive a notion to dismss. The allegations of scienter

pl eaded in connection with the 8 10(b) claim particularly as
t hey concern the individual defendants’ notive and opportunity
to mslead investors, further support the plaintiffs’ claim

t hat the individual defendants had actual control over the
“primary violator”, Xerox, or that they aided Xerox “in

perform ng sone cul pabl e conduct”, Sl oane Overseas Fund Ltd. v.

Sapiens Int’'l Corp., 941 F. Supp. 1369, 1378 (S.D.N. Y. 1996),

and should therefore be individually liable as “controlling
persons” under § 20(a).

B. Plaintiffs Have Al eged Facts Wi ch Satisfy the
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Hei ght ened Pl eadi ng Standard of Rule 9(b) and the
PSLRA

The plaintiffs have nmet the hei ghtened pl eadi ng
requi renent for allegations of fraud, set forth in Federal Rule
of Cvil Procedure 9(b). The conplaint identifies numerous
statenents by the defendants which the plaintiffs allege were
fraudulent. The allegations of fraud “(1) specify the
statenents that the plaintiff contends were fraudul ent, (2)
identify the speaker, (3) state where and when the statenents
were made, and (4) explain why the statenents were fraudul ent.”
Shields, 25 F.3d at 1127-28. The particul arized all egations of
fraud in the conplaint include the follow ng:
. The conplaint alleges that on April 7, 1998, Xerox
and defendant Allaire stated in a press rel ease that
Xerox woul d consol i date four regional custoner
adm nistrative centers in the United States into
three, when in reality as nmany as 36 regional centers
were consolidated into only three. Conpl. 1Y 29-31.
The plaintiffs allege that this m srepresentation
conceal ed the magnitude of the restructuring from
i nvestors. Conpl. | 31.
. The conpl aint all eges that senior managenent of
Xerox, including the individual defendants, nmade and
dissem nated to the investing public sales

proj ections based upon quotas which they had been
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informed by Xerox’s sales force were not achi evabl e.
Compl . 91 45-46. The conplaint alleges that this was
the result of “a desperate effort by managenent to
meet the expectations that they had inculcated in
investors.” Conpl. | 45.

The conplaint alleges that on January 6, 1999, Xerox
announced that it had reorgani zed the conpany’s sal es
force froma geographical orientation to a vertica

i ndustry-based organi zati onal approach, Conpl. § 49;
the conplaint further alleges that nenbers of Xerox
“seni or managenent nade public statenents about the
sales force realignment”. Conpl. § 51. However, the
conpany was not actually reorganized in this manner
until nine to twelve nonths after this announcenent.
Conmpl. § 50. The conplaint alleges that the

def endant s used t he announcenment about the sales
force reorgani zation “to convince investors that they
were facing challenges and respondi ng to market
forces and conpetition.” Conpl. | 50.

The conpl aint alleges that the defendants nmade public
statenments on October 22, 1998 and Novenber 10, 1998
indicating that the restructuring was a success, that
overhead costs were being significantly reduced, and
that the restructuring would eventually result in
pre-tax annual savings of approximately $1 billion.
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Conpl . 91 53-56. The defendants allegedly nade these
statenments even though they were aware at the tine
that any cost savings achieved by cutting vital
personnel were nore than offset by the effect of
these cuts in terns of |eaving the conpany unable to
function efficiently, by the fact that Xerox was

| osing sal es and custonmer relationshi ps because of
custoner service and adm ni stration problens, and by
the fact that the restructuring was a failure.

Compl . ¥ 58.

The conpl aint all eges that Xerox announced at a My
14, 1999 neeting with investors intended to allay
concerns created by poorer than expected first
quarter performance that “it had fixed nost of its
sal esforce realignnment problens and that the conpany
was, therefore, on course to deliver results in |line
w th expectations.” Conpl. § 73. The defendants
made this statenent in spite of the fact that they
were aware at the tine that the cause for the poor
first quarter results was not the reorganization of
the sales force, which had not even been inpl enented
in major areas of the conpany, but the restructuring.
Compl. § 71. The defendants were al so aware at that
time that the conpany was experiencing serious

custoner service and operating problens as a result
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of the restructuring that were resulting in | ost
sal es and revenue. Conpl. § 71
These al | egations, anong others, are sufficient to neet the
requi renent that allegations of fraud be pled with
particularity.

The plaintiffs have also alleged facts that, taken
together, give rise to a strong inference of the defendants’
fraudulent intent, as required to state a clai munder Section
10(b), under both the “notive and opportunity” and the
“consci ous m sbehavi or or reckl essness” approaches. As to
notive and opportunity,? the plaintiffs have alleged that the
def endants knew, by the beginning of 1999, that the
restructuring had had a material negative inpact on Xerox’s
operations, custoners and sales, and that they nonethel ess
continued to nmake statenents to the investing public giving it
a far different picture of the inpact of the restructuring.
The plaintiffs allege that, in addition, Xerox announced, on
January 6, 1999, that it had reorgani zed into four operating
groups, the largest of which was to include nost of its direct
sales force, when “[i]n reality, throughout nost of the
country, Xerox did not begin its sales force reorganization
until after the Class Period . . . ”. Conpl. § 50. These

statenents, the plaintiffs allege, caused the price of Xerox

2 The defendants do not chall enge the “opportunity” prong
of this approach; the court therefore addresses only the
“notive” issue.
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stock to becone artificially inflated. Shortly after the
m sl eadi ng statenents, the individual defendants sold
approximately $31.4 mllion of their stock in Xerox. “lnsider
sal es of stock may be evidence of scienter if the trades are
unusual or suspicious in timng or anmount.” Acito, 47 F.3d at
54. The plaintiffs have alleged sufficiently that these trades
are unusual and suspicious in both timng and anbunt. As to
timng, the plaintiffs have alleged that the sal es took place
shortly after false or m sleading statenents that had caused
the price of Xerox stock to rise. The plaintiffs have alleged
sal es proceeds that appear to be substantial in anpunt; the
proceeds fromthe sales by the individual defendants totaled
nearly $31.4 mllion. Also, the plaintiffs have alleged facts
showi ng that this total anpbunt was nore than tw ce the
aggregate of the collective annual conpensation for the
i ndi vi dual defendants for the years 1998 and 1999 conbi ned.
See Conpl. ¥ 15. Further, the conplaint alleges that there was
an unusual concentration in terns of the volune of insider
sal es for any one nonth when conpared with such nonthly vol une
for the preceding three years. Therefore, the plaintiffs have
sufficiently pled scienter under the “notive and opportunity”
appr oach.

The plaintiffs have also sufficiently pled scienter under
t he “consci ous m sbehavi or or reckl essness” approach. The

conplaint alleges that the individual defendants had know edge
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of facts or access to information contradicting their public
statenents, including information indicating serious problens
related to the restructuring and the resulting custoner

di ssatisfaction. The conplaint alleges that the individual

def endants participated in the drafting, preparation and/or
approval of the various public and stockhol der and investor
reports and ot her announcenents that are alleged to have been
fal se or msleading. The conplaint also alleges that the

i ndi vi dual defendants each personally nmade statenents extolling
the benefits of the restructuring and its positive effect on

t he conpany, even though they were each aware that the
restructuring was a failure and Xerox was suffering serious
set backs. See Conpl. 9 54, 55, 60, 69, 77 (statenents by
Ronmeril), Conpl. ¥ 59 (statenent by Thoman), Conpl. Y 30, 59,
65 (statenments by Allaire). |In conbination with the foregoing
all egations, the plaintiffs allege that nmenbers of the
conpany’s sales force personally communicated to the individual
defendants that they were having substantial difficulties
perform ng the new duties inposed upon themas a result of the
restructuring, and that the sal es quotas, upon which the sales
proj ections were based, were unrealistic. Conpl. 1Y 66, 97.
The probl ens Xerox was having, the plaintiffs allege, affected
the conpany’s “core operations” and jeopardi zed the success of
t he conpany’s nost significant initiative at that tinme. Thus,

t he defendants were aware of those problens by virtue of their
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responsibilities wthin the conpany, and nust either
intentionally or recklessly have failed to report the conpany’s
true condition to the investing public. Further, the conpl aint
al l eges that the defendants represented in SEC di scl osures that
it was Xerox’'s practice to “regularly survey custonmers on their
satisfaction, neasure the results, analyze the root causes of
di ssatisfaction, and take steps and correct any problens.”
Conmpl . 91 38, 61, 98. These allegations are sufficient to neet
the requirenments for pleading scienter under the “conscious
m sbehavi or or reckl essness” approach.

Finally, the defendants argue that the conplaint fails to
nmeet the pleading requirenents of the PSLRA and Rule 9(b)
because the plaintiffs rely on “anonynous sources and
unidentified internal reports”. However, the Second G rcuit
has specifically stated that there is “no requirenent in
existing law that, in the ordinary course, conplaints in
securities fraud cases nmust name confidential sources ”
Novak, 216 F.3d at 314. “In fact, the applicable provision of
the law as ultimtely enacted requires plaintiffs to plead only
facts and makes no nention of the sources of these facts.” 1d.
at 313. See 15 U.S.C. 8 78u-4(b)(1) (“[T]he conplaint shal
specify each statenent alleged to have been m sl eadi ng, the
reason or reasons why the statenent is msleading, and, if an
al l egation regarding the statenent or om ssion is made on

information and belief, the conplaint shall state with
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particularity all facts on which that belief is forned.”) This
argunent therefore fails.

| V. Concl usi on

For the reasons set forth above, the Defendants’ Mdtion to
Dismss Plaintiffs’ Anended Consolidated Conpl aint [Doc. # 43]
i s hereby DEN ED

It is so ordered.

Dated this 28th day of Septenber, 2001 at Hartford,

Connecti cut.

Alvin W Thonpson
United States District Court
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