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In the aftermath of the near-fatal 
meltdown of the world’s financial 
systems, an analysis of the causes of the 
crisis is under way by the United States 

Congress and by others to determine what 
changes need to be made to prevent future 
catastrophes. Among the obvious causes of 
the financial crisis is the problem of ‘moral 
hazard’, where a company’s management has 
personal financial incentives to act despite, or 
even against, the interests of the company’s 
shareholders. In the United States, and almost 
nowhere else, securities class actions serve to 
counterbalance management’s incentives to 
commit fraud.

Gain from fraud must be counterbalanced 
by the threat and consequences of 
discovery

The current financial crisis is just one of 
seven major economic crises since the late 
1980s, including the stock market crash of 
1987, the savings and loan crisis, the Mexican 
financial crisis, the Asian Financial Crisis, the 
Long-Term Capital Management liquidity 
crisis and the bursting of the technology 
bubble of the late 1990s.1 Despite the diverse 
causes for these crises, they share a ‘single 
unifying thread’: the existence of systemic 
moral hazard,2 which refers to ‘the distortions 
introduced by the prospect of not having to 
pay for your sins’.3

During these same 20+ years, the world 
has experienced some of the greatest 
individual securities frauds that have ever 
been perpetrated, including Enron, Adelphia, 
WorldCom and Tyco, among others. These 
frauds have focused a harsh light on the 
wanton greed and self-serving behaviour 
of corporate executives during a time of 
diminished regulation and increased hurdles 
for securities class action enforcement. In 
light of these cases and the recent near 
meltdown of the financial system, the 
proponents of a pure laissez-faire approach 

to market regulation are on the defensive, 
unable to justify their faith in self-control 
in the face of apparently insatiable greed. 
On the other hand, proponents of keeping 
an ever-vigilant eye on the handlers of our 
fortunes maintain a scepticism that comes 
not from a lack of faith in human nature, but 
from the belief in ‘the relative impotence 
of moral self-restraint when pecuniary 
temptations are high’.4

Although the concept of moral hazard 
has received a lot of press in the context of 
the sub-prime government bailout,5 it has 
also been found to be a cause of numerous 
financial crises.

During the savings and loan crisis, for 
example, the disassociation of risk and 
reward led to greater and greater risk-taking 
among lenders, and ultimately to the failure 
of 1,043 savings and loan associations.6 The 
failure of Long-Term Capital Management, 
which caused a severe liquidity crisis in the 
late 1990s, is likewise attributable to the 
moral hazard of perverse incentives, which 
led to trading practices so risky that they 
were compared to ‘picking up nickels in 
front of a bulldozer’.7 In these cases, moral 
hazard played a role because decision-makers 
(whether individual traders or managers) who 
stood to reap substantial rewards from risky 
behaviour believed that they would not suffer 
the consequences of failure.8

Most troubling are situations where the 
managers of publicly traded companies act 
in their own self-interest rather than in the 
interest of shareholders.9 Indeed, one study 
concluded that the majority of securities 
fraud cases reviewed were attributed to this 
‘agency problem’.10 This agency problem is 
exacerbated by the current legal environment 
in the United States in which there is a near 
absence of consequences for management 
guilty of securities fraud, in part because of 
restrictions placed on securities class actions.
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Limits on securities class actions

Class actions allow plaintiffs to pursue claims 
that are too small to justify the expense of 
an individual action. Even shareholders with 
relatively large holdings may find that the 
expense of litigating an individual action is 
too great to justify filing suit. To help alleviate 
this problem, the class action procedure 
in the United States allows those who have 
suffered losses as a result of similar allegations 
of securities fraud to aggregate their claims 
into a single case – a class action – so that 
the damages are large enough to justify the 
risk and expense of filing a lawsuit, when the 
following requirements are met: 
1.	the class is so numerous that joinder of all 

members is impracticable; 
2.	there are questions of law or fact common to 

the class; 
3.	the claims or defences of the representative 

parties are typical of the claims or defences 
of the class; and 

4.	the representative parties will fairly and 
adequately protect the interests of the class. 

In addition, the court must find that the 
questions of law or fact common to class 
members predominate over any questions 
affecting only individual members, and that 
a class action is superior to other available 
methods for fairly and efficiently adjudicating 
the controversy.11

Procedural impediments to successful 
prosecution of securities class actions, 
however, have contributed to an explosion of 
fraud. The source of many of these limits is 
the Private Securities Litigation Reform Act of 
1995 (PSLRA), which greatly reduces the risk 
that a perpetrator of securities fraud will face 
liability.12 In particular, the PSLRA requires a 
heightened pleading standard that makes it 
extremely difficult for a shareholder to plead 
his case for securities fraud by requiring the 
complaint to state ‘both the facts constituting 
the alleged violation, and the facts evidencing 
scienter, ie the defendant’s intention “to 
deceive, manipulate, or defraud”.’13 In short, 
before any discovery, the plaintiff must plead 
actual evidence, while most other litigation 
requires only a ‘short and plain statement 
of the claim showing that the pleader is 
entitled to relief’.14 As a result, complaint 
dismissal rates after the passage of the PSLRA 
are between 60 per cent and 65 per cent 
compared to between 24 per cent and 40 per 
cent prior to its passage.15

In addition to the heightened pleading 
standard, the PSLRA shields auditors – 

the ‘gatekeepers’ that have the ability to 
prevent accounting fraud – from liability for 
securities violations.16 This, in turn, has led 
to aggressive accounting practices and may 
have contributed to increased accounting 
manipulation since enactment of the PSLRA 
at the end of 1995.17

The agency problem and the PSLRA’s 
barriers to liability have combined to 
exacerbate corporate actors’ perverse 
incentives leading to an explosion of 
corporate fraud.18 Not surprisingly, the 
incidence of securities fraud in the United 
States skyrocketed since the passage of the 
PSLRA at the end of 1995: between January 
1997 and June 2002, earnings restatements (a 
proxy for fraud) amounted to more than $100 
billion, with ten per cent of all companies 
listed on the New York Stock Exchange or 
NASDAQ restating their earnings at least 
once.19

Securities class actions are important and 
necessary

What can be done to reverse these perverse 
incentives and help deter fraud? At least in 
the financial industry, increased regulatory 
oversight can reduce trading-related moral 
hazard.

Such regulation is often slow in coming, 
however, and is almost always enacted after 
a crisis has occurred, if it is enacted at all. 
In fact, there is current speculation that 
despite the recent near-death experience 
of the financial markets, the frequently 
discussed regulatory ‘enhancements’ may 
not materialise.20 Regulation does not, of 
course, address the moral hazard created 
by the agency problem or the resulting 
securities fraud. Because corporate officers 
and directors are motivated by pecuniary self-
interest – money – securities fraud can only be 
prevented by either increasing the likelihood 
of detection or increasing the punishment 
when perpetrators are caught.21

Unfortunately, government enforcement 
provides insufficient deterrence because 
government agencies, such as the United 
States Securities and Exchange Commission 
(SEC), simply do not have the resources, 
or the will, to identify and prosecute most 
securities law violations.22 Both the SEC 
and the judiciary have recognised that 
government enforcement is inadequate on 
its own to combat securities fraud.23 Securities 
class actions, then, are the best available 
option for creating healthy incentives for 
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corporate officers and directors to discharge 
their fiduciary obligations.24 With lower 
barriers to civil litigation, class action 
attorneys can more effectively serve as private 
attorneys general because only class action 
attorneys have the incentive and resources to 
vigorously prosecute securities fraud cases. In 
addition, whereas government enforcement 
of securities fraud ebbs and flows with each 
change in the political climate, private 
enforcement is predictable, thereby providing 
a consistent disincentive to corporate 
wrongdoing.25 In short, securities class 
actions are not external to good corporate 
governance, but are a native part of the 
process.

A criticism concerning class action 
enforcement of the securities laws is that 
the lawsuits are driven more by class action 
attorneys’ desire for fees than by the interests 
of shareholders.26

The desire for fees, however, aligns the 
class action attorneys’ interests with the class’s 
interests so that securities class actions have 
been very effective in recovering shareholder 
losses (despite the severe restraints of the 
PSLRA): in the ten-year period from 1999 to 
2008, more than $56 billion was recovered in 
securities class action settlements.27 Securities 
class actions have been far more effective 
than public enforcement, and ‘even in major 
scandals where the SEC has brought its own 
action, the damages paid in securities class 
actions are usually (but not always) a multiple 
of those paid to the SEC’, examples being 
WorldCom (SEC – $750 million; class action 
– $6.156 billion), Lucent (SEC – $25 million; 
class action – $517 million) and Gemstar

(SEC – $10 million; class action – $92.5 
million).28 Indeed, ‘securities class action 
settlements averaged an annual aggregate 
amount exceeding the sum of all public 
monetary sanctions’, including those from 
the SEC, state regulators, the National 
Association of Securities Dealers and the New 
York Stock Exchange.29

Moreover, the financial interests of class 
action counsel work to the advantage of 
shareholders, because it is precisely this 
incentive that allows counsel to bring cases 
on a contingent basis where the payment of 
attorneys’ fees and reimbursement of the 
substantial costs that must be advanced by 
the attorneys are contingent on the success 
of the case. Finally, there are numerous 
procedural devices employed by courts to 
keep the interest of shareholders and their 

attorneys aligned, including, but not limited 
to, the need for court approval of class action 
settlements.30

Conclusion

Corporate actors are making decisions in a 
political and legal environment that rewards 
fraud handsomely, and, at best, punishes 
fraud sporadically. Yet, it is clear from recent 
history that in order to prevent fraud there 
must be a system of disincentives in place 
that encourages corporate actors to put the 
interests of shareholders first. Securities class 
actions are the best tool available for the job.
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