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NATURE AND STAGE OF PROCEEDINGS

Plaintiff Paul Kuck filed this purported securities class action complaint against
VERITAS Software Corporation (“VERITAS”), Gary L. Bloom and Edwin J. Gillis on
July 7, 2004, one day after VERITAS announced that it expected to fall short of its
previously issued revenue forecast for the quarter ended June 30, 2004.

Several related lawsuits were filed shortly thereafter, and, on March 3, 2005, this
Court consolidated these lawsuits and appointed Tay Siew Choon and Mark Leonov as
Co-Lead Plaintiffs. On May 27, 2005, plaintiffs filed the Consolidated Amended Class
Action Complaint (“CAC”) against VERITAS, Mr. Bloom, Mr. Gillis and John Brigden
(collectively, “defendants”). In addition to the original forecast allegations, plaintiffs’
CAC extends the putative class period back a whole year to claim that each of
VERITAS’ financial statements filed between April 23, 2003 and April 21, 2004 was
false because defendants had recognized revenue improperly on sales transactions.

Defendants hereby move to dismiss the CAC for failure to satisfy the heightened
pleading requirements imposed by the Private Securities Litigation Reform Act of 1995
(the “Reform Act”) and Fed. R. Civ. P. 9(b) and for failure to state a claim pursuant to

Fed. R. Civ. P. 12(b)(6).
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SUMMARY OF ARGUMENT

1. With respect to plaintiffs’ forecast allegations, both the Reform Act and
the “bespeaks caution” doctrine shield defendants from liability for forward-looking
statements accompanied by meaningful cautionary language. VERITAS’ forecasts for
the June 2004 quarter were forward-looking because they were “a projection of
revenues.” 15 U.S.C. § 78u-5(i). VERITAS accompanied these forecasts with warnings
that its quarterly revenue and earnings could be affected by “the possibility that our
customers may cancel, defer or limit purchases as a result of reduced information
technology budgets or weak and uncertain economic and industry conditions.” This
cautionary language amply warned investors of the precise risks that ultimately
materialized in the June 2004 quarter, namely weakness in enterprise software sales.
Thus, defendants are shielded from liability for issuing these forecasts.

2. Plaintiffs also have failed to adequately allege that VERITAS’ forecasts
were false when made. Plaintiffs premise their allegations almost entirely on post-class
period statements made in a July 27, 2004 securities analyst conference call in which Mr.
Bloom explained the factors he believed contributed to the quarterly shortfall. Plaintiffs
allege, without basis, that defendants were aware of these factors and knew they rendered
the forecasts false at the time they were issued. Plaintiffs’ contentions are nothing more
than fraud-by-hindsight pleading, a tactic the Third Circuit has repeatedly rejected as a
basis on which to claim securities fraud. Plaintiffs also rely on the vague accounts of a
few alleged former employees to substantiate their forecast allegations, but none of their
accounts is linked to the reasons for the revenue shortfall. Not only do these individuals

fail to support plaintiffs’ theory of fraud, but also none of them is alleged to have held a
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position which would allow him or her to obtain information relating to VERITAS’
revenue projections.

3. Instead of facts demonstrating “actual knowledge” on the part of
defendants — the scienter standard applicable to forward-looking statements — plaintiffs
impermissibly allege scienter by virtue of defendants’ positions and purported access to
information. Numerous courts, including those in the Third Circuit, have rejected this
generalized allegation as a basis on which to plead securities fraud. Further, given that
none of the individual defendants sold any stock during the three-month period between
the day guidance for the quarter ended June 2004 was first disseminated and the day the
quarterly shortfall was announced, no motive has been or could be pleaded.

4. With respect to the allegations regarding revenue recognition, plaintiffs
fail to plead the required element of loss causation. The Supreme Court recently
confirmed what this Circuit has already recognized: to state a securities claim under
Section 10(b), plaintiffs must allege a proximate, causal connection between the
purported misrepresentation and the subsequent decline in the price of a stock. Plaintiffs
contend that VERITAS’ financial statements were false because they contained revenue
from contracts which were cither unsigned or lacked essential terms. Plaintiffs, however,
allegedly incurred their losses as a result of the July 6, 2004 announcement of the
quarterly shortfall. This announcement did not address revenue recognition, let alone the
accuracy of VERITAS’ prior financial statements. Plaintiffs’ losses, therefore, could not
have been caused by any alleged improper revenue recognition as a matter of law.
Plaintiffs’ failure to plead loss causation disposes of their accounting allegations in their

entirety.
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5. Plaintiffs’ revenue recognition allegations also fail to satisfy the Reform
Act’s heightened pleading requirements or Rule 9(b). Plaintiffs fail to plead any specific
dates, names, transactions or even the amount by which revenue was allegedly
overstated. Plaintiffs rely principally on the account of an alleged former employee in
the legal department who left VERITAS in 2003. This individual claims that Mr.
Brigden, the General Counsel, approved contracts that had not been signed or which
lacked essential terms, knowing they would be recognized as revenue. Plaintiffs fail to
allege this individual’s job title, the nature of his or her responsibilities, or any basis from
which to infer that he or she would have reliable information relating to the consequences
of Mr. Brigden’s review or the timing of revenue recognition. Moreover, plaintiffs
cannot satisfy the pleading requirements with this individual’s account since he or she
fails to allege the name of a single contract whereby revenue was recognized absent a
required signature or material term.

6. Plaintiffs also fail to allege facts raising a strong inference that defendants
acted with deliberate recklessness in recognizing revenue. Plaintiffs fail to allege a basis
on which this individual could have knowledge of what Mr. Brigden knew when he
supposedly approved these unspecified contracts. Rather, plaintiffs attempt to satisfy
their statutory obligation to allege scienter with particularity by pointing to stock sales
executed in 2003 and early 2004 by the other defendants. Mr. Brigden, however, did not
sell any VERITAS stock. This alone negates any inference of fraudulent intent. In
addition, plaintiffs fail to allege that Messrs. Bloom’s and Gillis’s sales were unusual or
suspicious in timing or amount. Indeed, Mr. Bloom sold only 1.71% of his total

stockholdings (including stock options exercisable within 60 days), and Mr. Gillis sold
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34% of his total stockholdings. VERITAS publicly disclosed, however, that both
individuals had entered into pre-designed 10b5-1 stock trading plans, the existence of

which negates an inference of fraudulent intent as a matter of law.

In light of the foregoing, discussed in greater detail below, defendants respectfully

request that the CAC be dismissed.
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SUMMARY OF ALLEGATIONS

VERITAS

VERITAS is headquartered in Mountain View, California and provides storage
management software for data protection, application availability and disaster recovery.
97." VERITAS is one of the ten largest software companies in the world. Id.
VERITAS’ annual revenue in 2003 was $1.7 billion. §37.

Gary L. Bloom has been VERITAS’ Chief Executive Officer since November
2000. 98. Edwin J. Gillis has been the Chief Financial Officer since November 2002.
99. John Brigden has been the Senior Vice President, General Counsel and Secretary
since November 2001. 910.
The Second Quarter Guidance

On April 21, 2004, VERITAS announced that it had earned revenue of $487
million for the quarter ended March 31, 2004. 934. It also projected for the quarter
ended June 30, 2004 (the “Second Quarter 2004”) that it would earn between $490 and
$505 million in revenue and $0.21 to $0.23 earnings per share (“EPS”). Id. VERITAS
reiterated this guidance on May 5, 2004 during a conference call with securities analysts
and on June 14, 2004 in a press release. Y36-37.

At the time VERITAS disseminated this guidance, it warned investors in its
public filings that its “revenue is difficult to forecast and is likely to fluctuate from

quarter to quarter due to many factors outside of [its] control. Any significant revenue

1

2%

Unless otherwise noted, cites denoted as “q ™ refer to paragraphs in the
Consolidated Amended Class Action Complaint. Cites reflected as “Ex. __” refer to
exhibits attached to the Declaration of Peter J. Walsh, Jr. (“Walsh Decl.”).



Case 1:04-cv-00831-SLR  Document 54  Filed 07/20/2005 Page 12 of 25

Document hosted at JDSU PRA
http://www.jdsupra.com/post/documentViewer.aspx?fid=1989d7dc-37b0-48a7-8ch2-ae498d3b27bc

shortfall or lowered forecasts could cause the market price of our securities to decline
substantially.” According to VERITAS, factors that could affect its revenue included
“the possibility that our customers may cancel, defer or limit purchases as a result of
reduced information technology budgets or weak and uncertain economic and industry
conditions.” See Q3 2003 10-Q at 45; 2003 10-K at 39, Exs. A, B2
The July 6, 2004 Press Release
On July 6, 2004, after the Second Quarter 2004 ended, VERITAS announced that

it expected its revenues to be $475 to $485 million. §44; Ex. H. This range was just $5
million short of the low end of the range previously predicted ($490 to $505 million).
9934, 36-37. According to Mr. Bloom, VERITAS’ results were “impacted primarily by
weakness in [] U.S. enterprise sales.” Ex. H. He stated:

As we have indicated previously, software license orders

are generally concentrated in the later part of the third

month of the quarter. At the end of the June quarter, our

anticipated order flow weakened, contributing to lower-

than-expected license revenues.

1d
On July 27, 2004, VERITAS held a conference call with securities analysts. 943;

Ex. K. During this call, Mr. Bloom elaborated on the factors that may have affected
information technology (“IT”) spending in the U.S. and, thus, VERITAS’ quarterly

results. These factors included: (1) “customer buying patterns in enterprise accounts

2 In deciding this motion to dismiss, this Court may consider documents explicitly

referred to in the CAC or which are integral to the CAC. See In re Burlington Coat
Factory Sec. Litig., 114 F.3d 1410, 1426 (3d Cir. 1997). In addition, this Court may
consider matters of public record, including VERITAS’ filings with the Securities and
Exchange Commission (“SEC”). In re NAHC, Inc. Sec. Litig., 306 F.3d 1314, 1331 (3d
Cir. 2002) (court may take judicial notice of SEC filings, press releases and stock prices).
See also Defendants’ Request For Judicial Notice.
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became more cautious during second quarter, leading to longer sales cycles and the
smaller average deal size”;> (2) management and IT departments were focused on
certification deadlines and spending associated with Sarbanes-Oxley 404
implementations, rather than on new IT spending; and (3) VERITAS’ restatement
announced on March 15, 2004 had required time and attention from its executive team.*
Ex. K at 3, 12. Mr. Bloom emphasized that the macro-economic factors relating to the
U.S. enterprise business were principally to blame, pointing out that total deals over
$100,000 had fallen to 201 in the Second Quarter 2004, from 246 and 286 in the two

prior quarters, respectively.” Id at 12.

3 Mr. Bloom noted that this pattern was also suggested by the announcements of

shortfalls by other large software companies. Ex. K at 3; see also Ex. N (BMC Software,
Inc. announced on July 7, 2004 that it had “experienced delays in customer purchasing
decisions among larger accounts, primarily in the United States.”); Ex. O (Siebel
Systems, Inc. announced on July 7, 2004 that its “disappointing results were primarily
due to unexpected delays in purchasing decisions by certain prospects and customers near
the end of the quarter.”).

4 On March 15, 2004, VERITAS announced that, as a result of an audit committee
investigation, it had “identified certain accounting practices not in compliance with
generally accepted accounting principles [GAAP] during 2002, 2001 and prior periods
under the direction of former financial management. These practices included the
incorrect deferral of professional services revenue and the unsubstantiated accrual of
certain expenses, which had a positive impact in some periods and a negative impact in
others.” VERITAS also disclosed that “[t]he expected adjustments for 2003 are primarily
a consequence of correcting errors from prior periods.” Ex. F.

> While plaintiffs contend that Messrs. Bloom and Gillis knew these facts prior to
making the Second Quarter 2004 projections, plaintiffs fail to mention that the public
knew them, as well. On January 28, 2004, VERITAS publicly disclosed that it entered
into 286 deals over $100,000 in the fourth quarter of 2003. Ex. I at 6. Similarly,
VERITAS disclosed on June 14, 2004 that it had entered into 246 deals over $100,000 in
the first quarter of 2004. 1Q 2004 10-Q at 23, Ex. C. Nor do plaintiffs explain the
significance of this decline, particularly in light of VERITAS” disclosure that its license
transactions are subject to seasonality, namely that “[s]oftware license orders are
generally higher in our fourth fiscal quarter and lower in our first fiscal quarter, with a
significant decline in license orders in the first quarter of a fiscal year when compared to
license orders in the fourth quarter of the prior fiscal year.” See 2003 10-K at 10, Ex. B.
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The Original Complaints

On July 7, 2004, the first of several securities class action complaints was filed
against VERITAS and its officers. Kuck v. VERITAS Software Corp., Civ. No. 04-831.
These complaints were brought on behalf of a putative class of investors who purchased
VERITAS securities between April 21, 2004 and July 6, 2004 (the “Original Class
Period”). See, e.g., Kuck Compl. 426. They alleged generally that VERITAS’ guidance
for the Second Quarter 2004 was false because negotiations for significant transactions
were not sufficiently far enough in the process to conclude reasonably that they would
close. Id. 928.

The Consolidated Amended Class Action Complaint

On May 27, 2005, plaintiffs filed the CAC. In addition to adding a new defendant
(Mr. Brigden, VERITAS’ General Counsel), plaintiffs have expanded the Original Class
Period by one year, purporting now to bring this lawsuit on behalf of a putative class of
investors who purchased VERITAS securities between April 23, 2003 and July 6, 2004
(the “New Class Period”). 91, 10.

With respect to their original forecast claims, plaintiffs allege that VERITAS’
guidance for the Second Quarter 2004 was false because the factors Mr. Bloom identified
during the July 27, 2004 conference call as contributing to the miss existed and were
actually known to defendants at the time the guidance was issued. 943. With respect to
their new accounting claims, plaintiffs allege that VERITAS’ periodic reports issued
throughout 2003 and the first quarter of 2004 were false and misleading. 9924-30, 34,

37-39. That claim is based solely on allegations that VERITAS’ financial results



Case 1:04-cv-00831-SLR  Document 54  Filed 07/20/2005 Page 15 of 25

Document hosted at JDSU PRA
http://www.jdsupra.com/post/documentViewer.aspx?fid=1989d7dc-37b0-48a7-8ch2-ae498d3b27bc

included revenue from contracts that had not been signed and for which actual terms had
not been agreed to at the time revenue was recognized. 31, 33, 35, 40.

For the reasons discussed more fully below, plaintiffs’ CAC fails to state a claim
under Section 10(b) of the Exchange Act of 1934 and fails to satisfy the heightened

pleading requirements imposed by the Reform Act and Rule 9(b).

ARGUMENT

L APPLICABLE LEGAL STANDARDS

To state a claim under Section 10(b), plaintiffs must allege: “(1) that the
defendant made a misrepresentation or omission of (2) a material (3) fact; (4) that the
defendant acted with knowledge or recklessness and (5) that the plaintiff reasonably
relied on the misrepresentation or omission and (6) consequently suffered damage.” In re
Advanta Corp. Sec. Litig., 180 F.3d 525, 537 (3d Cir. 1999) (citation omitted).

To plead adequately a Section 10(b) claim, plaintiffs must satisfy the Reform Act
and Rule 9(b).® Id. at 530-31. The Reform Act was enacted “to provide added protection

against what was perceived as a growing number of frivolous ‘strike suits’ aimed at

6 Rule 9(b) provides that, “[i]n all averments of fraud or mistake, the circumstances

constituting the fraud or mistake shall be stated with particularity. Malice, intent,
knowledge, and other condition of mind of a person may be averred generally.” 180 F.3d
at 531 (citation omitted). To comply with Rule 9(b), plaintiffs must plead the “‘who,
what, when, where, and how: the first paragraph of any newspaper story.”” Id. at 534
(quoting DiLeo v. Ernst & Young, 901 F.2d 624, 627 (7th Cir. 1990)). The Third Circuit
has repeatedly made clear that, “to the extent that Rule 9(b)’s allowance of general
pleading with respect to mental state conflicts with the [Reform Act’s] requirement that
plaintiffs ‘state with particularity facts giving rise to a strong inference that the defendant
acted with the required state of mind,” [citation omitted] . . . the [Reform Act]
‘supersedes Rule 9(b) as it relates to Rule 10b-5 actions.”” In re Alpharma Inc. Sec.
Litig., 372 F.3d 137, 148 (3d Cir. 2004) (quoting Advanta, 180 F.3d at 531, n.5)
(emphasis added).

10
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achieving quick settlements.” Wilson v. Bernstock, 195 F. Supp. 2d 619, 625 (D.N.J.
2002).”

The Reform Act requires plaintiffs to “specify each statement alleged to have been
misleading” and “the reason or reasons why the statement is misleading.” 15 U.S.C.
§ 78u-4(b)(1)(B) (emphasis added). Plaintiffs must also “state with particularity all facts
on which that belief is formed.” Id. (emphasis added). As the Third Circuit recently
confirmed, plaintiffs must allege particularized facts supporting their contentions of fraud
and can no longer “benefit from inferences flowing from vague or unspecific allegations
— inferences that may arguably have been justified under a traditional Rule 12(b)(6)
analysis.” California Public Employees’ Retirement System v. Chubb Corp., 394 F.3d
126, 145 (3d Cir. 2004) (citation omitted).

The Reform Act further requires that plaintiffs, “with respect to each act or
omission, . . . state with particularity facts giving rise to a strong inference that the
defendant acted with the required state of mind.” 15 U.S.C. § 78u-4(b)(2) (emphasis
added). Unlike inferences under Rule 12(b)(6), inferences of scienter under the Reform
Act must be “both reasonable and ‘strong.’” In re Alpharma Inc. Sec. Litig., 372 F.3d
137, 150 (3d Cir. 2004). Failure to meet the Reform Act’s pleading requirements will

result in dismissal. 15 U.S.C. § 78u-4(b)(3)(A); see also Bernstock, 195 F. Supp. 2d at

7 The purpose of the Reform Act “was to restrict abuses in securities class-action

litigation, including: (1) the practice of filing lawsuits against issuers of securities in
response to any significant change in the stock price, regardless of defendants’
culpability; (2) the targeting of ‘deep pocket’ defendants; (3) the abuse of the discovery
process to coerce settlement; and (4) manipulation of clients by class action attorneys.”
Advanta, 180 F.3d at 531 (citation omitted).

11
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625 (“If a complaint fails to comply with the specific pleading requirements of the
[Reform Act], dismissal of the complaint is statutorily mandated.”).

As discussed below, the CAC fails to plead a Section 10(b) claim with respect to
both plaintiffs® forecast and accounting allegations and falls far short of meeting the

requisite pleading requirements, as well.

II. PLAINTIFFS FAIL TO ALLEGE AN ACTIONABLE STATEMENT
REGARDING THEIR FORECAST ALLEGATIONS

Plaintiffs challenge the guidance issued on April 21, 2004 (in a press release),
May 5, 2004 (in a conference with securities analysts) and June 14, 2004 (in a press
release) in which VERITAS predicted that it would earn between $490 and $505 million
in revenue and $0.21 to $0.23 EPS in the Second Quarter 2004. Y34, 36-37. VERITAS
subsequently disclosed that it would earn only $475 to $485 million because its quarterly
results had been adversely impacted by weakness in U.S. enterprise sales.® 944; Ex. H.
Plaintiffs cannot state an actionable claim based on VERITAS’ guidance in light of the
Reform Act’s safe harbor for forward-looking statements, as well as the judicially-created
“bespeaks caution” doctrine.

The Reform Act’s “safe harbor” shields defendants from liability for “forward-
looking” statement, which are either accompanied by “meaningful cautionary statements”
or “immaterial.” 15 U.S.C. § 78u-5(c).’ It is well-recognized that the Reform Act’s safe

harbor was modeled after the judicially-created “bespeaks caution” doctrine. See Gavish

8 VERITAS’ revenue for the Second Quarter 2004 was $485 million. Ex. K at 2.

®  “The purpose behind this safe harbor is to encourage the disclosure of forward-
looking information.” In re Splash Tech. Holdings, Inc. Sec. Litig., No. C 99-00109,
2000 U.S. Dist. LEXIS 15369, at *16 (N.D. Cal. Sept. 29, 2000), citing H.R. Conf. Rep.
No. 104-369, at 53 (1995) (attached hereto as Exhibit B).

12
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v. Revlon, Inc., No. 00 Civ. 7291, 2004 WL 2210269, at *21 (S.D.N.Y. Sept. 30, 2004)
(attached hereto as Exhibit C); In re Champion Enterprises, Inc. Sec. Litig., 144 F. Supp.
2d 848, 862 (E.D. Mich. 2001), aff'd, 346 F.3d 660 (6th Cir. 2003); Karacand v.
Edwards, 53 F. Supp. 2d 1236, 1245 (D. Utah 1999). Under the “bespeaks caution”
doctrine, alleged misrepresentations are immaterial where no “reasonable investor could
consider them important in light of adequate cautionary language [accompanying them].”
Revion, 2004 WL 2210269 at *21 (quoting Halperin v. eBanker USA.com, Inc., 295 F.3d
352,357 (2d Cir. 2002)).

A “forward-looking” statement includes: (A) “a statement containing a projection
of revenues,” (B) “a statement of the plans and objectives of management for future
operations,” (C) “a statement of future economic performance,” and (D) “any statement
of the assumptions underlying or relating to any statement described in subparagraph (A),
(B), or (C).” 15 U.S.C. §78u-5(i)(1). There can be no question that VERITAS’
guidance for the Second Quarter 2004 was forward-looking because it was “a projection
of revenues.” Id.; see also Advanta, 180 F.3d at 536 (statement regarding company’s
expectation of increase in revenues is a forward-looking statement).

Where a defendant moves to dismiss based upon the safe harbor, “courts shall
consider any statement cited in the complaint and any cautionary statement
accompanying the forward-looking statement, which are not subject to material dispute,
cited by the defendant.” 15 U.S.C. §78u-5(e). Cautionary language can be found within
the statement itself or in a readily available document incorporated by reference, such as
SEC filings. See, e.g., Champion Enterprises, 144 F. Supp. 2d at 859, 862 (dismissing

claims based on forward-looking statements in press releases because of reference to

13
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warnings in Form 10-K; “particularly in a fraud on the market case, the relevant inquiry
concerns the total mix of information available to the market at the time of the allegedly
fraudulent statements.”) (citation omitted); In re Midway Games, Inc. Sec. Litig., 332 F.
Supp. 2d 1152, 1167 (N.D. Ill. 2004) (dismissing claims based on projected future
earnings in light of warnings in SEC filings).'

Cautionary language is sufficient under the safe harbor where it includes
“important factors that could cause actual results to differ materially from those in the
forward-looking statement.” 15 U.S.C. §78u-5(c)(1)(A)(i). The safe harbor “does not
require a listing of all factors.” Harris v. IVAX Corp., 182 F.3d 799, 807 (11th Cir.
1999). As the Eleventh Circuit explained, “when an investor has been warned of risks of
a significance similar to that actually realized, she is sufficiently on notice of the danger
of the investment to make an intelligent decision about it according to her own

preferences for risk and reward.” Id.; Champion, 144 F. Supp. 2d at 859, 862.

10" Plaintiffs allege that defendants reiterated the Second Quarter 2004 guidance on
May 5, 2004 during an Analyst Day conference in Las Vegas. 936. An oral forward-
looking statement is protected by the safe harbor if the Company refers to readily-
available documents containing meaningful cautionary statements, such as documents
filed with the SEC. 15 U.S.C. § 78u-5(c)(2)(B)(i). At the outset of the presentation,
VERITAS’> Director of Investor Relations (Renee Budig) referred participants to
VERITAS’ Form 10-K and 10-Q for a full documentation of the risks and uncertainties
involved in the forward-looking statements that would be made. Ex. J at 2. The Court
may properly consider the transcript of Ms. Budig’s introductory statement for the
purposes of determining whether she gave a safe harbor warning. See e.g., In re Best Buy
Co., Inc. Sec. Litig., No. 03-6193, 2005 U.S. Dist. LEXIS 6427, at *19 (D. Minn. Apr.
12, 2005) (plaintiff failed to overcome safe harbor where “conference call was prefaced
by cautionary language”) (attached hereto as Exhibit D); Midway Games, 332 F. Supp. 2d
at 1170 (statement at beginning of call that "actual results could differ from those
anticipated in the forward-looking statements" and reference to corporation's form 10-K
sufficient to invoke safe harbor provision).

14
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Each of VERITAS’ press releases referred investors to its public filings for
information regarding potential risks that could cause actual results to differ materially
from these projections. Ex. H. At the time it issued the Second Quarter 2004 guidance,
VERITAS’ public filings warned investors that its “revenue is difficult to forecast and is
likely to fluctuate from quarter to quarter due to many factors outside of [its] control.
Any significant revenue shortfall or lowered revenue or earnings forecasts could cause
the market price of our securities to decline substantially.” According to VERITAS,
factors that could affect its revenue included “the possibility that our customers may
cancel, defer or limit purchases as a result of reduced [information technology] budgets
or weak and uncertain economic and industry conditions.” See 3Q 2003 10-Q at 45; 2003
10-K at 39, Exs. A, B. VERITAS also warned that, “[i]f we experience lower-than-
anticipated revenue in any particular quarter, or if we announce that we expect lower
revenue or earnings than previously forecasted, the market price of our securities could
decline.” Id.

This cautionary language apprised investors of the precise risk that materialized in
the Second Quarter 2004, namely the weakness in U.S. enterprise sales occasioned by
constraints on customer spending. Ex. E at 21, 37-38. Under these circumstances,
defendants are entitled to invoke the protections of the statutory safe harbor and

“bespeaks caution” doctrine, and VERITAS’ guidance is not actionable."'

""" Plaintiffs also appear to allege that certain positive statements made in VERITAS’

April 21, 2004 press release, such as “[o]ur strong first quarter financial results
demonstrate the fundamental strength of our business strategy and the benefit of an
improvement in IT spending” and “[bJuilding on the strength of a solid first quarter, we
continue to view 2004 as an important growth year for VERITAS,” were false. §34. Itis
well-established that such vague and general expressions of optimism are nothing more
than immaterial “puffery” on which no reasonable investor can rely because they do not

(continued...)

15
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III. PLAINTIFFS FAIL TO PLEAD ADEQUATELY A CLAIM BASED ON
VERITAS’ GUIDANCE FOR THE SECOND QUARTER 2004

Plaintiffs also fail to plead adequately a claim based on VERITAS’ Second
Quarter 2004 because they fail to plead adequately that the guidance was false when
made and fail to plead adequately facts demonstrating that defendants actually knew of

such alleged falsity at the time the guidance was issued.

A. Plaintiffs Fail To Plead Facts Demonstrating That VERITAS’
Guidance For Q2 2004 Was False When Made

Plaintiffs allege that VERITAS’ guidance for the Second Quarter 2004 was false
for three reasons: (1) VERITAS’ transactions worth over $100,000 had decreased from
286 in the December 2003 quarter to only 246 in the March 2004 quarter, and
management knew but failed to disclose that VERITAS would need well over 246
transactions to meet its projections; (2) problems from the restatement and accounting
issues required the significant time and attention of the executives, thereby impacting
sales; and (3) customer buying patterns had become more cautious, leading to longer
sales cycles and smaller average deal size. 143.

Each of plaintiffs’ allegations of falsity comes directly from VERITAS’
conference call on July 27, 2004 in which it disclosed the factors it believed contributed
to the quarterly shortfall, namely more cautious customer buying patterns in enterprise

accounts (including a reduction in large transactions) and the diversion of management’s

(...continued from previous page)
alter the “total mix” of information made available. Advanta, 180 F.3d at 538-39
(dismissing allegations based on non-actionable expressions of optimism for the future);
In re Nice Sys., Ltd. Sec. Litig., 135 F. Supp. 2d 551, 579-81 (D.N.J. 2001) (dismissing as
puffery statements such as, “I trust that in 1998 we will enjoy another year of continuous
growth” and “[t}he first quarter of 1998 shows that NICE continues to benefit from its
technological leadership and strong competitive position”™).

16
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time and attention as a result of the restatement announced on March 15, 2004. See supra
at 6-7. As such, plaintiffs’ allegations are nothing more than fraud-by-hindsight. Courts
in this Circuit and elsewhere have uniformly rejected such pleading because “plaintiff
does not state a claim for securities fraud merely because a company discloses, after the
fact, that its performance failed to meet expectations.” See In re Advanta Corp. Sec.
Litig., No. 97-CV-4343, 1998 WL 387595, at *7 (E.D. Pa. July 9, 1998), aff’d, 180 F.3d
525 (3d Cir. 1999) (attached hereto as Exhibit E); see also California Public Employees’
Retirement System v. Chubb Corp., 394 F.3d 126, 158 (3d Cir. 2004) (internal citations
omitted) (“We have been clear that fraud cannot be inferred merely because ‘at one time
the firm bathes itself in a favorable light’ but ‘later the firm discloses that things are less
than rosy.” . . . We have long rejected attempts to plead fraud by hindsight.”) (citation
omitted); Novak v. Kasaks, 216 F.3d 300, 309 (2d Cir. 2000) (“Corporate officers need
not be clairvoyant; they are only responsible for revealing those material facts reasonably
available to them.”) (citation omitted).

Plaintiffs also fail to allege any particularized facts to support their assertions of
falsity. Plaintiffs’ Consolidated Amended Complaint is utterly void of any reference to
documents or confidential witnesses supporting their contention that defendants were
aware of the factors contributing to the quarterly shortfall when they provided the
forecasts for the Second Quarter 2004. See In re Party City Sec. Litig., 147 F. Supp. 2d
282, 308 (D.N.J. 2001) (dismissing claim where, for vast majority of allegations,
plaintiffs “do not cite to a single document or provide the name of a single person who
supposedly has information supporting” them). While plaintiffs purport to rely on a few

confidential sources to support their forecast allegations, remarkably, none of these

17
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sources offers any information that support plaintiffs’ theory of the case. None of these
sources purports to provide any information that would buttress plaintiffs’ assertion that
defendants knew ahead of time of the disclosed factors contributing to the Second
Quarter 2004 shortfall. Instead, these sources attribute the shortfall to a miscellany of
unspecified factors, to which VERITAS has never “admitted” and to which plaintiffs fail
to link the actual reasons for VERITAS’ failure to achieve its target estimates.'?

Moreover, plaintiffs fail to allege their confidential source allegations with the
requisite specificity. To rely on confidential personal sources, plaintiffs must describe
these sources “with sufficient particularity to support the probability that a person in the
position occupied by the source would possess the information alleged.” Chubb Corp.,
394 F.3d at 146 (citing Novak v. Kasaks, 216 F.3d at 314). To assess the particularity,
this Court must examine “the detail provided by the confidential sources, the sources’
basis of knowledge, the reliability of the sources, the corroborative nature of other facts
alleged, including from other sources, the coherence and plausibility of the allegations
and similar indicia.” Id. at 147.

None of plaintiffs’ confidential witnesses is a reliable source of information
because each of them either left VERITAS’ employ well before the Second Quarter 2004
or is not alleged to have had positions at VERITAS that would have given him or her any
insight into the reasons for the Second Quarter 2004 shortfall. Confidential Witness
(“CW”) #1, for example, was allegedly an inside sales manager for the southeast region

employed at VERITAS until the end of the first quarter (March 31, 2004). CW#1

2" For the convenience of the Court, defendants attach a chart summarizing the
confidential witness allegations, attached hereto as Exhibit A.

18
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describes a hodge-podge of problems allegedly occurring at VERITAS, including poor
growth in software upgrade sales and consulting services revenue. §45. CW#I1 also
alleges that none of the sales people met their quotas at the end of the first quarter. /d.
There are several problems with plaintiffs’ allegations based on CW#1. First,
CW#1 was allegedly employed for the “southeast region.” 923(a). Plaintiffs do not
explain how a sales manager in the southeast region could have knowledge of the state of
VERITAS’ sales on a nationwide, let alone worldwide, basis. The holding in California
Public Employees’ Retirement System v. Chubb Corp., 394 F.3d 126, 146 (3d Cir. 2004)
is dispositive on this point. In Chubb, the Third Circuit affirmed the district court’s
dismissal of plaintiffs’ securities claims. While plaintiffs relied on alleged former
employees, they failed, among other things, to plead “when any of them were employed
by Chubb . . . the dates that these sources acquired the information they purportedly
possess, or how any of these former employees had access to such information,” leaving
the court “to speculate whether the anonymous sources obtained the information they
purport to possess by firsthand knowledge or rumor.” Id. at 148. The Third Circuit
found particularly problematic plaintiffs’ reliance on employees who had worked in
Chubb’s local branch offices since, without an adequate basis for their alleged
information, it was not sufficiently probable that they could have information concerning

Chubb’s loss of business on a national scale. Id. at 148-52.12

13" See also Freed v. Universal Health Services, Inc., No. 04-1233, 2005 WL 1030195, at
*7 (E.D. Pa. May 3, 2005) (dismissing allegations based on sources employed at two
local hospitals because “none of them claims to have information regarding a nationwide
increase in the treatment of indigent patients or rising levels of bad debt at UHS facilities
in general.”) (attached hereto as Exhibit F).

19
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CWH#1’s allegations are far too vague to form the basis of a fraud claim. Since
CW#1 left VERITAS’ employ before the Second Quarter 2004 even began, he could not
have firsthand knowledge of the reasons for the quarterly miss. Plaintiffs’ allegations
reveal as much. CW#1 claims that VERITAS’ goal of achieving 10% consulting services
revenue was not achieved in 2003. 945. Not only does this allegation fail to contradict
VERITAS’ public disclosure,'* but also plaintiffs fail to allege how it contributed to the
Second Quarter 2004 shortfall. Indeed, plaintiffs concede that CW#1’s assertions are
based on speculation, not personal knowledge, when they allege he said, “consulting
services revenue must have been part of the revenue estimates . . . .” 945 (emphasis
added). Similarly, while CW#1 alleges that none of the sales people met their quotas at
the end of the first quarter, plaintiffs fail to allege how this would have spelled doom for
the Second Quarter 2004, particularly when VERITAS disclosed that its license orders
are usually higher in the fourth quarter than in the first quarter,”” and plaintiffs do not
contest the fact that VERITAS achieved its first quarter projections.

Plaintiffs’ other confidential sources are no more illuminating. CW#3 and CW#4
allegedly worked in VERITAS’ legal department. CW#3 allegedly had contract review

responsibilities and was employed throughout 2003. He or she claims that demand for

' VERITAS disclosed in its Form 10-K for 2003, “Our professional services revenue,

which consists of training and consulting services, grew by 6% and 2% in 2003 and 2002,
respectively. These growth rates are below our objectives. We are investing in
professional services and believe that it is important to establish current relationships
with our customers. We expect our services revenue to increase in absolute dollars and
as a percentage of net revenue as we continue to focus on increasing renewals of
maintenance and technical support contracts and an increasing demand for our consulting
and education services.” 2003 10-K at 28, Ex. B.

* See supra at 7 n.5 and Ex. G.
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new licenses dropped in 2003 and did not recover. CW#4 allegedly had responsibilities
relating to negotiation of licenses and interacted with finance until the end of first quarter
(April 21, 2004). He or she claims that, as a result in drop in demand, people who left in
the first quarter were never replaced. Since both of these sources allegedly left
VERITAS’ employ prior to the Second Quarter 2004, neither of them could have
personal knowledge of the factors contributing to VERITAS’ Second Quarter shortfall.
Like CW#1, neither CW#3 nor CW#4 is alleged to have participated in VERITAS’
revenue forecasting process or to have had any knowledge of the state of VERITAS’
sales on a nationwide or worldwide basis.

Indeed, the only confidential witness allegedly employed in the Second Quarter
2004 is CW#2, who was allegedly “part of sales management” in VERITAS through
most of Second Quarter 2004. CW#2 recounts VERITAS’ allegedly unsuccessful
attempts to renew existing business because of poor customer service, lack of integration
of customer service and sales effort, and fiscal difficulties of larger customers. Not only
is CW#2’s account devoid of any details, such as the names of dissatisfied customers
who did not renew their business, but also CW#2 fails to explain how any of these
alleged problems contributed to the quarterly shortfall. See Party City, 147 F. Supp. 2d at
301 (dismissing case where plaintiffs failed to allege how supposed deficiencies in
internal financial and accounting systems affected the financial results); see also In re
AMDOCS Ltd. Sec. Litig., 390 F.3d 542, 549-50 (8th Cir. 2004) (affirming dismissal
where “facts alleged show that one or two projects were not going well, that one
geographic sector of Amdocs’ business was underperforming, . . . that some offices were

experiencing layoffs, and that some employees were unhappy. Without any allegations
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regarding the effect these compartmentalized conditions had on the overall demand and
visibility experienced by Amdocs, the plaintiffs’ complaint fails to meet the Reform
Act’s heightened pleading standard for falsity.”).

B. Plaintiffs Fail To Plead Adequately That Defendants “Actually
Knew” The Q2 2004 Guidance Was False When Made

Since plaintiffs failed to plead falsity adequately, they also fail to plead facts
raising a strong inference that any of the defendants acted with the required state of mind.
See Karacand v. Edwards, 53 F. Supp. 2d at 1252-53 (“Where plaintiffs fail to plead
falsity, a fortiari they have not established that defendants knew those statements were
false.”) (citing San Leandro Emergency Med. Group Profit Sharing Plan v. Philip Morris
Cos., 75 F.3d 801, 813 (2d Cir. 1996)); Winer Family Trust v. Queen, No. 03-4318, 2005
U.S. Dist. LEXIS 652, at *43 (E.D. Pa. Jan. 13, 2005) (holding that without sufficient
allegations that statements were false, “the court cannot infer that Defendants acted
negligently, much less with scienter, in making the challenged statements™) (attached
hereto as Exhibit G).

To plead scienter adequately in connection with forward-looking statements,
plaintiffs must allege facts demonstrating that defendants had “actual knowledge” of
alleged falsity. 15 U.S.C. § 78u-5(c)(1)(B)(i). Plaintiffs offer no allegations
demonstrating that any of the defendants actually knew VERITAS’ guidance for the
Second Quarter 2004 was false when made. Indeed, since VERITAS’ Second Quarter
2004 revenue fell only $5 million short of the low end of the range previously estimated
($490 million), it strains credulity that defendants had actual knowledge of the 1% miss

beforehand.
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Instead of pleading facts demonstrating actual knowledge, plaintiffs resort to
allegations that defendants must have known of the miss beforehand by virtue of their
positions. It is well-established, however, that an inference of fraud cannot be made by
virtue of an officer’s position at the company. See Advanta Corp., 1998 WL 387595, at
*7 (citation omitted) (“A director, officer, or even the president of a corporation often has
superior knowledge and information, but neither the knowledge nor the information
invariably attaches to those positions.”); Alpharma, 372 F.3d at 149 (rejecting allegations
that rested upon the premise that individual defendants were liable simply by virtue of
their positions within the defendant corporation).

Similarly, plaintiffs attempt to rely on “motive and opportunity” allegations to
plead the requisite fraudulent intent. Yet, none of the defendants sold any stock in the
three-month period between April 21, 2004 (the day guidance for the Second Quarter
2004 was first announced) and July 6, 2004. See Ronconi v. Larkin, 253 F.3d 423, 436
(9th Cir. 2001) (no inference of scienter when sales occurred prior to alleged fraudulent
increase in stock price); In re Vantive Corp. Sec. Litig., 283 F.3d 1079, 1094-95 (9th Cir.
2002). See also Party City, 147 F. Supp. 2d at 313 (“A broad temporal distance between
stock sales and a disclosure of bad news defeats any inference of scienter.”); /n re AFC
Enters. Inc. Sec. Litig., 348 F. Supp. 2d 1363, 1373 (N.D. Ga. 2004) (sales “well in
advance” of negative disclosure do not support a strong inference of scienter); /n re
Keyspan Corp. Sec. Litig., 01 CV 5852, 2003 U.S. Dist. LEXIS 20964, at *25 (E.D.N.Y.
Nov. 21, 2003) (“Where the alleged insider trading occurs either well after any of the

alleged false statements, or well before the public revelation of bad news . . . courts have
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consistently found the inference of scienter to be attenuated.”) (citations omitted)

(attached hereto as Exhibit H).

IV.  PLAINTIFFS FAIL TO PLEAD ADEQUATELY LOSS CAUSATION
WITH RESPECT TO THEIR ACCOUNTING CLAIMS

Plaintiffs’ remaining accounting fraud allegations can be disposed of in their
entirety because plaintiffs fail to plead adequately loss causation.

To plead a claim under Section 10(b), plaintiffs must plead that the alleged
misrepresentations proximately caused the decline in the security’s value. Semerenko v.
Cendant Corp., 223 F.3d 165, 185 (3d Cir. 2000). As this Circuit has previously held,
“[w]here the value of the security does not actually decline as a result of an alleged
misrepresentation, it cannot be said that this is in fact an economic loss attributable to that
misrepresentation. In the absence of a correction in the market price, the cost of the
alleged misrepresentation is still incorporated into the value of the security and may be
recovered at any time simply by reselling the security at the inflated price.” Id. at 185
(citation omitted).

The Supreme Court has recently confirmed the pleading requirements for loss
causation in Dura Pharmaceuticals, Inc. v. Broudo v., 125 S. Ct. 1627 (2005). In Dura,
defendant Dura Pharmaceuticals, Inc. (“Dura”) announced that its earnings would be
lower than anticipated as the result of slow drug sales. Plaintiffs filed suit shortly
thereafter. Approximately eight months later, Dura announced that the Federal Drug
Administration would not approve its asthmatic spray device. Plaintiffs then alleged that
their economic losses were attributable to alleged spray device misstatements because
plaintiffs had allegedly paid artificially inflated prices for Dura stock when these

misstatements were made. Id. at 1629-30. The Supreme Court disagreed, holding that
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loss causation requires plaintiffs to allege a proximate, causal connection between the
alleged misrepresentation and the subsequent decline in the price of their stock. Id. at
1631-32, 1634.

In reaching its decision, the Supreme Court recognized the important securities
law objective of protecting investors against “those economic losses that
misrepresentations actually cause,” rather than transforming the securities action into a
“partial downside insurance policy” against losses in general. Id. at 1633-34.'  The
Dura plaintiffs failed to satisfy this requirement because they alleged only that their
losses consisted of “artificially inflated” purchase prices but failed “to claim that Dura’s
share price fell significantly after the truth became known.” Id. at 1634.

Here, plaintiffs filed their initial complaint on July 7, 2004, just one day after
VERITAS announced that its revenue and earnings would be lower than anticipated as
the result of weakness in U.S. enterprise sales. VERITAS’ stock price declined from
$26.55 to $17 on this announcement. 944. Approximately 10 months later, plaintiffs
filed the CAC, claiming that VERITAS’ financial statements issued between April 23,
2003 and April 21, 2004 were false by virtue of alleged improper revenue recognition.
991, 31, 33. Plaintiffs allege that they suffered losses as a result of the issuance of these
allegedly false financial statements “because the price of the Company’s securities was
artificially inflated when Plaintiffs and the other Class members purchased them as a

result of Defendants’ material misrepresentations, and the inflation in the price of

'®" See also S. Rep. No. 104-98, 1995 U.S.C.C.AN. 679, 686 (1995) (with the Reform
Act, Congress sought to ensure “that plaintiffs prove that the loss in the value of their
stock was caused by the Section 10(b) violation and not by other factors”).
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Veritas’ stock was removed at or before the end of the Class Period, including as
Defendants’ misrepresentations or their effects became known.” q52."

Under Dura, plaintiffs must allege not only that their losses consisted of
“artificially inflated” purchase prices but also that VERITAS’ “share price fell
significantly after the truth became known.” Dura, 125 S. Ct. at 1634 (emphasis added).
VERITAS did not address revenue recognition, let alone the accuracy of its previously
filed financial statements. VERITAS’ July 6, 2004 announcement disclosed a quarterly
shortfall in its previously issued guidance. Consequently, the only alleged “truth” that
could have caused VERITAS’ stock price to decline on July 6, 2004 was the missed
forecast announcement. Plaintiffs’ losses, therefore, could not have been caused by
alleged improper revenue recognition as a matter of law. See D.E. & J. Ltd. Partnership
v. Conaway, Nos. 03-2334, 03-2417, 2005 WL 1386448, at *6 (6th Cir. June 10, 2005)
(affirming dismissal on loss causation grounds where plaintiffs failed to allege that
Kmart’s bankruptcy announcement disclosed any prior misrepresentations to the market)
(attached hereto as Exhibit 1); In re NUI Sec. Litig., 314 F. Supp. 2d 388, 401 (D.N.J.
2004) (dismissing allegations relating to alleged scheme to overstate revenue where
plaintiffs filed the complaint after the company announced that it would sustain reduced
earnings in 2002, but plaintiffs failed to allege “a causal nexus between the [] scheme and

the drop in NUT’s stock price following the October 18, 2002 announcement.”).

7" Plaintiffs do not — and cannot — allege a claim premised on losses resulting from

VERITAS’ announcement on March 15, 2004 that it would restate its financial results
because both Co-Lead Plaintiffs purchased their VERITAS securities affer this
announcement was made. See Semerenko v. Cendant Corp., 223 F.3d at 181 (holding
that it was unreasonable for class members to rely on prior financial statements following
disclosure of accounting irregularities).

26



Case 1:04-cv-00831-SLR  Document 54  Filed 07/20/2005 Page 7 of 17

Document hosted at JDSU PRA
http://www.jdsupra.com/post/documentViewer.aspx?fid=1989d7dc-37b0-48a7-8ch2-ae498d3b27bc

Since VERITAS’ July 6, 2004 announcement did not reveal that any previously
issued financial statements did not comply with generally accepted accounting principles
(GAAP), their losses have no causal connection to the alleged improper revenue

recognition, and their accounting fraud allegations should be dismissed.'®

V. PLAINTIFFS FAIL TO PLEAD ADEQUATELY A CLAIM BASED ON
ALLEGED IMPROPER REVENUE RECOGNITION

Plaintiffs also fail to plead adequately that VERITAS’ financial results were false,
fail to plead sufficient facts to support their assertions of falsity, and fail to plead
adequately facts demonstrating that defendants were deliberately reckless in issuing these
financial statements on account of alleged improper revenue recognition.

Plaintiffs allege that VERITAS’ financial results for 2003 and the first quarter of
2004 were misstated because they contained revenue that had been allegedly recognized
improperly from contracts which were either unsigned or lacked essential terms. {1, 31,
33. Plaintiffs also claim that VERITAS’ restatement, announced on March 15, 2004,
failed to disclose this alleged improperly recognized revenue, as well as the alleged
involvement of current management. 9933, 40.

To satisfy the Reform Act and Rule 9(b) with respect to alleged accounting fraud,
plaintiffs must allege specifics such as the dates, transactions, customer names and

amounts by which revenue was allegedly misstated. See In re Loewen Group Inc. Sec.

18 See also In re Parmalat Sec. Litig., No. 04 MD 1653, 2005 U.S. Dist. LEXIS 12553,
at *77-78 (S.D.N.Y. Jun. 28, 2005) (finding causal nexus between disclosed liquidity
crisis and outside auditors’ prior issuance of certification of financial statements, which
failed to disclose risk posed by massive undisclosed debt) (attached hereto as Exhibit J);
In re Initial Public Offering Sec. Litig., Nos. MDL 1554, 21 MC 92, 2005 WL 1529659,
at *3 (S.D.N.Y. Jun. 28, 2005) (holding that the common thread in the Second Circuit
decisions is that the loss must be foreseeable and be caused by the materialization of the
concealed risk) (attached hereto as Exhibit K).
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Litig., No. 98-6740, 2003 WL 22436233, at *10 (E.D. Pa. July 16, 2003) (dismissing case
where plaintiffs failed to “plead facts that would demonstrate which accounts were
unlikely to be collectible, when and by what level the accounts receivable figure on
Loewen Group’s books should have been decreased, why the allowances Loewens Group
set aside for uncollected accounts receivable were unreasonable or how many accounts
were in fact uncollectible.”) (attached hereto as Exhibit L); see also Chalverus v.
Pegasystems, Inc., 59 F. Supp. 2d 226, 233 (D. Mass. 1999) (citations omitted) (holding
that improper revenue recognition allegations must include “some particular transaction
in which revenues were improperly recorded, the name of the customer, the terms of the
specific transaction, when the transaction occurred, and the approximate amount of the
fraudulent transaction.”)."

Here, plaintiffs fail to identify a single contract that was unsigned or for which
material terms had not been agreed to prior to revenue recognition. Compare In re SCB
Computer Technology, Inc. Sec. Litig., 149 F. Supp. 2d 334, 347-49 (W.D. Tenn. 2001)
(finding claims sufficient where plaintiffs alleged that company had overstated revenues
by $1,877,000, of which amount at least $1,650,000 was improperly recognized on
unexecuted contracts relating to the sale of computer equipment leases to Quest).

Moreover, plaintiffs fail to allege the amount by which revenue was purportedly

overstated. Without this critical detail, there is no way of knowing whether or how the

' Cf Inre K-Tel International, Inc. Sec. Litig., 300 F.3d 881, 889-93 (8th Cir. 2002)
(affirming dismissal and stating, “[w]hile the allegations contained in the complaint may
withstand standard notice pleading, such allegations were not pled with particularity as
required by the Reform Act in terms of alleging a basis for implicating FAS 121 and
further specifying the assets, the carrying amount and the impairment of such assets.”).
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alleged improper revenue recognition affected VERITAS as a whole. Revion, 2004 WL
2210269, at *16 (“The complaint here describes the financial misstatements it alleges as
‘material.’ It fails, however, to even attempt to approximate the magnitude or degree of
those misstatements in relation to Revlon’s total financial picture.”); Midway Games, 332
F. Supp. 2d at 1169-70 (dismissing complaint where plaintiffs failed to plead amount of
alleged overstatement due to reserve accounting or net effect on the company’s earnings).

Plaintiffs also allege no facts to support their claim that VERITAS recognized
revenue improperly. Instead, they again base their allegations on alleged former
employees but fail to provide sufficient facts to demonstrate these sources would possess
the knowledge they claim. Plaintiffs rely principally on CW#3, an alleged former
employee in the legal department who had “contract review responsibilities.” §23(c).
CW#3 allegedly told plaintiffs that Mr. Brigden approved contracts “knowing they would
therefore be included in revenue recognition” although they lacked essential terms, such
as price, and, in some cases, were not signed. According to CW#3, Mr. Brigden said, at
one point, “What’s the difference? We already know what the numbers for the quarter
are.” 941(b).

Plaintiffs’ allegations premised on CW#3’s account fail to meet the pleading
requirements because they fail to allege any particulars. See Chubb Corp., 394 F.3d at
152-54 (rejecting accounting fraud allegations based on former employee accounts
where, among other things, plaintiffs failed to provide any particulars regarding “the
amount by which reserves were distorted, or how much revenue was improperly
recognized.”); Freed v. Universal Health Services, Inc., 2005 WL 1030195, at *9 (same).

Plaintiffs fail to identify a single contract that Mr. Brigden supposedly approved
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notwithstanding the lack of a customer signature or a material term. They also fail to
allege how many contracts of this nature he supposedly approved, when they were
approved or their amounts. 20 Completely absent from the CAC is any indication when
and how this allegedly improperly recognized revenue affected VERITAS’ financial
statements. Since VERITAS’ financial statements for 2003 were certified by its
independent auditors, CW#3’s account is even more suspect. Ex. B at 140.

Plaintiffs also rely on CW#4, an individual who allegedly worked in the legal
department, had responsibilities relating to the negotiation of licenses, and regularly
interacted with the finance department. CW#4 asserts that “the legal department was
responsible for deciding when revenue could be recognized and reported.” 941(a).
Plaintiffs fail to allege any basis for this assertion, which is not remotely plausible since
revenue recognition is an accounting function, not a legal function — as reflected in
VERITAS’ public filings identifying revenue recognition as one of VERITAS’ critical
accounting policies. See 2003 10-K at 47, 102, Ex. B.

Finally, plaintiffs refer to CW#5, a former sales staff administrator employed at
VERITAS until the end of 2003 who was allegedly “involved with” new contracts.
923(¢). CW#5 claims that sales staff would “all the time” write up and process contracts

without essential terms and customer signatures to meet targets and “bolster the

20 While CW#3 identifies IBM by name, his or her allegation relating to IBM is
comprised solely of the assertion that Mr. Brigden reviewed large contracts himself,
“such as [] IBM.” 941(b). There is nothing fraudulent about a General Counsel’s
reviewing the terms of large transactions. CW#3 does not assert that any revenue from
IBM was recognized improperly. Even if this assertion were made, identifying the name
of one customer does not begin to satisfy the particularity requirements for a Section
10(b) claim. Revlon, 2004 WL 2210269, at *13 (rejecting allegation that Revlon
overstated its sales by shipping and booking unordered sales where the only detail
provided was the name of one customer that had allegedly received unordered product).
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numbers.” §41(c). CW#5’s account is unreliable because plaintiffs fail to allege where
CW#5 worked, how he or she was “involved” with new contracts, what it means to
“process” contracts, or how, as a sales staff administrator, CW#5 would have any
involvement with the finance department or the revenue recognition process. Plaintiffs
fail to identify by name, date or number, any of these supposed contracts. Since CW#5
does not contend that VERITAS recognized revenue from any of these contracts written

up by salespeople, his or her account cannot support a claim for securities fraud.”!

VI. PLAINTIFFS FAIL TO PLEAD ADEQUATELY FACTS RAISING A
STRONG INFERENCE OF FRAUDULENT INTENT ON THE PART OF
ANY OF THE DEFENDANTS

Since plaintiffs fail to plead falsity adequately, they also fail to plead facts raising
strong inference that any of the defendants acted with the required state of mind. See
supra at 18. Plaintiffs fail to comply with the Reform Act’s scienter pleading
requirements in any event.

The Reform Act requires that plaintiffs, “with respect to each act or omission . . .,
state with particularity facts giving rise to a strong inference that the defendant acted with
the required state of mind.” 15 U.S.C. § 78u-4(b)(2) (emphasis added). To plead scienter
adequately, plaintiffs must allege with particularity facts that “constitute circumstantial
evidence of either reckless or conscious behavior” or facts “establishing a motive and an

opportunity to commit fraud.” Advanta, 180 F.3d at 534-35. Recklessness, in turn,

2! Plaintiffs cannot assert that the Court should examine the totality of these CW

allegations to determine whether they meet muster. The Third Circuit has recognized,
“[c]obbling together a litany of inadequate allegations does not render those allegations
particularized in accordance with Rule 9(b) or the [Reform Act]. Consequently,
Plaintiffs’ argument that particularity is established by looking at the ‘accumulated
amount of detail’ that their unparticular source allegations provide when considered as a
whole is unavailing.” Chubb Corp., 394 F.3d at 155-56.
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involves ““‘not merely simple, or even inexcusable negligence, but an extreme departure
from the standards of ordinary care, and which presents a danger of misleading buyers or
sellers that is either known to the defendant or is so obvious that the actor must have been
aware of it.”” Advanta, 180 F.3d at 539 (adopting definition in Sundstrand Corp. v. Sun
Chem. Corp., 553 F.2d 1033, 1045 (7th Cir. 1977) (citation omitted)). The Third Circuit
requires that such allegations be supported with facts stated “with particularity” and must
give rise to a “strong inference” of scienter. Advanta, 180 F.3d at 535. Plaintiffs cannot
allege a strong inference by “catch-all allegations that defendants stood to benefit from
wrongdoing and had the opportunity to implement a fraudulent scheme.” Id.

To plead adequately that defendants acted with recklessness in an accounting
case, plaintiffs must allege particular transactions in which revenue was recognized
improperly by or at the instruction of each defendant. Alpharma, 372 F.3d at 150
(dismissing Section 10(b) claim premised on recklessness where plaintiffs alleged that
the defendant set “lofty” sales goals and pressured sales representatives to meet them but
failed to identify particular shipments to warehouses carried out at this instruction). It is
not sufficient to allege that defendants knowingly made false statements or to impute the
knowledge of a subordinate to a defendant. Id. (citing Kushner v. Beverly Enterprises,
Inc., 317 F.3d 820, 827-28 (8th Cir. 2003)). Plaintiffs must link VERITAS’ executives or
the individual defendants to the particular incidents of wrongdoing.

Plaintiffs fail to plead facts raising a strong inference that defendants acted
recklessly or consciously with respect to revenue recognition. Here, plaintiffs fail to
explain how CW#3 allegedly knew that Mr. Brigden knew revenue would be recognized

from these contracts he approved. Instead, plaintiffs attempt to plead scienter through
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“motive and opportunity” allegations, comprised largely of Messrs. Bloom’s and Gillis’s
stock sales. 9946-48. Courts will not, however, infer scienter from the mere existence of
stock sales by corporate officers. Advanta, 180 F.3d at 540. Rather, the stock sales must
be unusual in scope or timing to raise the requisite strong inference. Id.; Alpharma, 372
F.3d at 152 (refusing to impute false accounting practices to defendants based on stock
sales where complaint failed to allege sales “were unusual in scope (e.g., compared to
their total level of compensation or the size of previous sales) or timing (e.g., compared
to the timing of past trades).”).

Here, the only individual defendant as to whom plaintiffs allege any knowledge or
participation is Mr. Brigden. Mr. Brigden, however, did not sell any stock. Where
certain officers failed to sell any stock, there is a doubt that sales by others were
motivated by the intent to profit from inflated stock prices. Advanta, 180 F.3d at 540; see
also Alpharma, 372 F.3d at 152 (noting lack of sales by controlling shareholder); In re
FVC.COM Sec. Litig., 136 F. Supp. 2d 1031, 1039-40 (N.D. Cal. 2000) (inference of
scienter negated for all defendants where CEO, who allegedly made false statements, did
not sell stock), aff’d, 2002 WL 465161 (9th Cir. 2002).

Moreover, stock sales in small percentages do not raise a strong inference of
deliberate intent. Advanta, 180 F.3d at 541 (dismissing allegations where officers sold
only 5% and 7% of holdings and stating, “[f]ar from supporting a ‘strong inference’ that
defendants had a motive to capitalize on artificially inflated prices, these facts suggest
that they had every incentive to keep Advanta profitable”). Here, Mr. Bloom sold only
1.71% of his total stockholdings, including options exercisable within 60 days. See

Declaration of Christina L. Costley filed herewith, at §5. Mr. Gillis sold 34% of his total
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stockholdings. Id. at §6. As publicly-disclosed in SEC filings, however, both Mr. Bloom
and Mr. Gillis made their trades pursuant to 10b5-1 trading plans. Exs. L, M. The
existence of such a plan negates any inference of fraudulent intent because the sales are
executed in accordance with a pre-defined schedule, rather than at the instruction of the
selling officer. See Wietschner v. Monterey Pasta Co., 294 F. Supp. 2d 1102, 1117 (N.D.
Cal. 2003) (citaion omitted) (sales pursuant to SEC Rule 10b5-1 trading plan “could raise
an inference that the sales were pre-scheduled and not suspicious”); see also SEC v.
Healthsouth Corp., 261 F. Supp. 2d 1298, 1322 (N.D. Ala. 2003) (“[1]t is a defense to an
allegation of a violation of Section 10b and Rule 10b5-1, if the person making the
purchase or sale demonstrates that the purchase or sale that occurred was made pursuant
to a plan.” (citing 17 C.F.R. §240.10b5-1(c)(1)(C))).

Further, it is clear from Messrs. Bloom’s and Gillis’s trading that they sold stock
after VERITAS publicly issued an earnings release. Ex. H. As courts have recognized,
“[tJrading following public announcements simply evidences compliance with the
securities laws.” Party City, 147 F. Supp. 2d at 312 (citation omitted), see also See
Lipton v. PathoGenesis Corp., 284 F.3d 1027, 1037 (9th Cir. 2002) (“Officers of publicly
traded companies commonly make stock transactions following the public release of
quarterly earnings[.]”).

Plaintiffs also allege that VERITAS was motivated to commit accounting fraud so
it could use 7.3 million shares of its stock to acquire Precise Software Solutions, Inc. in
June 2003. 949. A corporation’s desire to increase its stock value as part of an
acquisition is the type of general motive allegation that could be leveled at any for-profit

entity. Thus, it is not a sufficient basis upon which to maintain a claim for securities
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fraud. Alpharma, 372 F.3d at 152-53; GSC Partners CDO Fund v. Washington, 368 F.3d
228, 237-38 (3d Cir. 2004) (citing cases); see also In re Nice Sys., Ltd. Sec. Litig., 135 F.
Supp. 2d 551, 583-84 (D.N.J. 2001) (dismissing allegation that defendants were
motivated to commit fraud to effectuate acquisition). In those rare situations where
courts have found motive sufficiently alleged in connection with an acquisition, those
transactions were completely stock-based. See, e.g., NUI Sec. Litig., 314 F. Supp. 2d at
412. Here, however, VERITAS did not acquire Precise using only VERITAS common
stock. Rather, the stock portion of the transaction comprised just $210.6 million of the
total consideration of $715.1 million. 2003 10-K at 115, Ex. B.

Finally, plaintiffs cannot infer fraudulent intent from the “Change of Control”
agreements defendants entered into in March 2004. 950. These agreements provided
defendants with certain guaranteed compensation if VERITAS were acquired within 12
months. Plaintiffs allege that defendants entered into these agreements knowing that the
price of VERITAS stock would likely fall “upon the disclosure of [its] problems” and
VERITAS would, therefore, be an attractive acquisition candidate.”> Jd. The motive to
obtain change of control payments is no different than the generalized allegation that

13

defendants were motivated by a desire to maintain or increase their compensation, “a

22 Although VERITAS did enter into an acquisition agreement with Symantec
Corporation in December 2004, each of its individual defendants named in this action is
expected to continue his employment with the combined entity. Thus, none of them will
benefit from the change of control provisions. See
www.symantec.com/corporate/bios.html.
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desire [that] can be imputed to all corporate officers.” Kalnit v. Eichler, 264 F.3d 131,

140 (2d Cir. 2001) (citation omitted).”

CONCLUSION

For each of the foregoing reasons, defendants respectfully request that the Court

dismiss the CAC against them.
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** Since plaintiffs fail to plead a predicate violation of Section 10(b), their Section
20(a) claim must also be dismissed. Advanta, 180 F.3d at 541.
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