IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

| N RE AETNA | NC. : ClVIL ACTI ON
SECURI TI ES LI Tl GATI ON : MDL NO 1219
: (Al Cases)

MEMORANDUM

Padova, J. February , 1999
This case arises out of the acquisition by Aetna, Inc.
(“Aetna”) of U S Healthcare (“USHC') in a transaction first
announced on April 1, 1996, consummated on July 19, 1996, and
valued at $8.9 billion. Before the Court are two Motions to
Dismss Plaintiffs’ Consolidated and Arended C ass Action
Conpl ai nt (“Anmended Conplaint”), one filed by Defendants Aetna,
Ronald E. Conpton (“Conpton”), and R chard L. Huber (“Huber”) and
the other filed by Defendant Leonard Abranson (“Abranmson”).! For

the reasons set forth below, the Court will grant in part and

deny in part the Mdtion to Dismss of Defendants Aetna, Conpton,

and Huber and will grant the Mdtion to Dismss of Defendant

At the time of Aetna’ s acquisition of USHC, Conpton was
Aetna’s Chai rman and Chi ef Executive Oficer (“CEOQ), Huber was
Aetna’'s Vice Chairman and Chief Financial Oficer (“CFO), and
Abramson was Chairman and CEO of USHC. Under the terns of the
nmerger, Conpton renmai ned the Chairman and CEO of Aetna and
Abranson joined Aetna’'s Board of Directors, served on its Finance
Committee, and acted as a consultant to Aetna. On July 25, 1997,
followi ng the resignation of Joseph T. Sebastianelli as President
of Aetna, Huber became Aetna’ s President and CEQ.  Conpton
continued as Aetna’'s Chairman.



Abr anson.

| NTRODUCT| ON

The action is brought on behalf of (1) all persons who
bought on the open market the common stock of Aetna between March
6, 1997 and 7:00 am (EDT) on Septenber 29, 1997, inclusive (“the
class period”) and (2) two subcl asses of persons who purchased
Aet na common st ock contenporaneously with the sales of such stock
by Defendants Abranmson and Conpton. Plaintiffs’ clains arise
under Section 10(b), Section 20(a), and Section 20A(a) of the
Securities and Exchange Act of 1934 (“Exchange Act”), 15 U S.C A
88 78j(b), 78t(a), and 78t A(a)(West 1997), and Rul e 10b-5,
promul gated thereunder, 17 CF. R 8 240.10b-5 (1999).

The essence of Plaintiffs’ case is that (1) Defendants
fal sely represented that Aetna was successfully integrating
Aetna’'s operations with the operations of USHC followi ng their
merger and (2) Aetna issued false and m sl eadi ng financi al
statenents for the first and second quarters of 1997. In
particular, Plaintiffs have alleged that after the nerger of
Aetna and USHC, the foll ow ng problens associated with the
integration of the operations of Aetna and USHC exi st ed:

. Because the conmputer systens used by Aetna and USHC

were inconpatible, the conversion of Aetna’ s contracts

and cl ai ns adj udi cati on and rei nbursenment paynent



systens fromits conputer systens to USHC s nore
advanced system was plagued with difficulties (Am
Conpl . at 1 54-56);

. In early 1997, tens of thousand of electronically filed
clains were lost in what Aetna enpl oyees called a
conputerized black hole (1d. at Y 57-60);

. The integration of the Aetna and USHC conputer systens
was severely conplicated by the fact that in the spring
of 1997, Aetna changed patient identification nunbers

and rei nbursenent codes wi thout alerting or giving new

nunbers and codes to provider billing personnel (lLd. at
1 61-62);
. Consol idation of clains service centers and reduction

of workforce conpounded the conputer systens’ problens
because Aetna had insufficient enployees to handle the
unpaid clains (ld. at Y 63-65); and

. Aet na experienced serious difficulties in negotiating

pre-existing and new provider contracts on nore
favorable terns (ld. at { 66).
Plaintiffs further allege that after concealing its integration
and financial problens, Aetna announced, before the opening of

t he market on Septenber 29, 1997, that its third quarter earnings



woul d be 25% bel ow anal ysts’ estimates and that it would increase
its nedical clains reserves by $75-105 million because of

probl ens associated with the nmerger. According to Plaintiffs,
the price of Aetna’ s conmmon stock fell that day as a result of
Aetna’ s announcenent and cl osed down $9.50 per share at $81.00
per share. Before the Septenber 29 announcenent, Defendant
Abranson sold 1, 350, 000 shares of Aetna comon stock for total
proceeds of approxi mately $129, 000, 000, and Def endant Conpton
sol d 90, 000 shares of Aetna common stock for total proceeds of
approxi matel y $8, 500, 000.

Plaintiffs’ Amended Conplaint contains the follow ng cl ai ns:
First Claim(violation of Section 10(b) and Rul e 10b-5 agai nst
all Defendants); Second Claim(violation of Section 20(a) agai nst
the individual Defendants); Third Caim(violation of Section
20A(a) agai nst Defendant Abranson); and Fourth C aim (violation

of Section 20A(a) agai nst Defendant Conpton).

1. LEGAL STANDARD

A claimmay be dism ssed under Rule 12(b)(6) of the Federal
Rul es of Civil Procedure only if the plaintiff can prove no set
of facts in support of the claimthat would entitle her to

relief. ALA Inc. v. CCAIR Inc., 29 F.3d 855, 859 (3d Gr.

1994). The reviewi ng court nust consider only those facts

all eged in the conplaint and accept all of the allegations as



true. 1d.; see also Rocks v. Philadel phia, 868 F.2d 644, 645 (3d
Cr. 1989) (holding that in deciding a notion to dismss for
failure to state a claim the court nust "accept as true al
allegations in the conplaint and all reasonabl e inferences that
can be drawn therefrom and view themin the light nost favorable

to the nonnoving party").

11, DI SCUSSI ON

A. Al | egati ons Made on Information and Beli ef

The introductory paragraph of Plaintiffs’ Amended Conpl ai nt
reads as foll ows:

Plaintiffs, by and through their attorneys, allege
the follow ng upon information and belief, except as to
those all egati ons concerning plaintiffs, which
al l egations are all eged upon personal know edge.
Plaintiffs’ information and belief are based upon,
anong ot her things, the investigation made by
plaintiffs’ attorneys, which investigation included,
without Iimtation: (a) review and analysis of filings
made by Aetna, Inc. (“Aetna” or the “Conpany”) with the
Securities and Exchange Comm ssion (“SEC'); (b) review
and anal ysis of securities analysts’ reports concerning
Aetna; (c) review and anal ysis of press rel eases and
ot her publications dissem nated by defendants; and (d)
investigation by plaintiffs’ counsel of other sources
of information regarding certain of the events
descri bed herein. Further facts relating to the
securities violations alleged herein are exclusively
within the control of defendants.

(Am Conpl. at 1.) By operation of this paragraph, all of the
all egations in the Anended Conpl aint, except those specifically
concerning the Plaintiffs, nust be read with the prefatory phrase

“upon information and belief.”



In their Mtion, Defendants argue that the Amended Conpl ai nt
nmust be di sm ssed because it does not provide the specificity
required by the Private Securities Litigation Reform Act of 1995
(“PSLRA”), 15 U S.C A 8§ 78u-4 (West 1997), regarding the
foundation of their attorneys’ allegations. (Defts.’” Mt. at
13.)2 In particular, Defendants maintain that Plaintiffs’
failure to identify with any particularity the source of their
beliefs warrants the dism ssal of the Arended Conplaint. The
Court agrees.

Under the PSLRA, a conplaint “shall specify each statenent
all eged to have been m sl eadi ng, the reason or reasons why the
statenent is msleading, and, if an allegation regarding the
statenment or om ssion is nmade on information and belief, the
conplaint shall state with particularity all facts on which that
belief is formed.”" 15 U.S.C. 8§ 78u-4(b)(1). The court inlnre

Heal th Managenent Sys. Inc. Sec. Litig., No. 97 Cv. 1865, 1998

WL 283286, at *3 (S.D.N. Y. June 1, 1998), held that an
i ntroductory paragraph containing i nformati on and bel i ef
allegations, strikingly simlarly to the one at issue here, did

not satisfy the pleading requirenments of the PSLRA. Plaintiffs’

’The citation to “Defts.’” Mdt.” refers to the Mdtion to
Dismss filed by Defendants Aetna, Conpton, and Huber. Defendant
Abranson’s Mtion incorporates by reference all of the argunents
raised in the Motion filed by Defendants Aetna, Conpton, and
Huber. 1In addition, he advances certain argunments based on his
position as an outside director of Aetna, which the Court wll
address where appropri ate.



information and beliefs allegations, like those at issue in

Heal t h Managenent, provide little, if any, specificity about the

foundation for their attorneys' allegations. |In particular,
Plaintiffs’ allegations fail to indicate what Securities and
Exchange Commi ssion (“SEC’) filings and anal ysts’ reports on
Aetna that Plaintiffs relied on. Moreover, Plaintiffs fail to
identify what “other publications dissem nated by defendants” and

"ot her sources of information" were revi ewed.

In reaching its decision that Plaintiffs’ information and
belief allegations are insufficient, the Court has reviewed the
relevant legislative history. The Court finds that Congress
intended to inpose on plaintiffs in securities fraud cases a
hei ght ened standard of pleading allegations on information and
belief, which can be satisfied by identifying the sources upon

whi ch such beliefs are based. Inre Silicon Graphics, Inc. Sec.

Litig., 970 F. Supp. 746 (N.D. Cal. 1997)(information and belief
allegations that failed to identify the sources of the
information did not satisfy the requirenents of the PSLRA). As

explained in Silicon G aphics,

The degree of specificity required by the [PSLRA]
in cases pled on information of [sic] belief was the
subj ect of some debate in Congress. Arguing agai nst
[the] requirenent that plaintiffs state with
particularity all facts on which their beliefs are
formed, Representative Bryant expressed concern that

at the beginning of the case plaintiff would have

7



to set forth "with specificity all information,"
they have to give all the information in advance
that forns the basis for the allegations of the
plaintiff, meaning any whistle-blower within a
securities firminvol ved would have to be
uncovered in the pleadings in the very, very
begi nni ng.

141 Cong. Rec. H2848 (Mar. 8, 1995). Representative

D ngell agreed, noting that "you nust literally, in

your pl eadings, include the nanes of confidenti al

i nformants, enpl oyees, conpetitors, Governnent

enpl oyees, nenbers of the nedia, and others who have

provi ded information leading to the filing of the

case." 141 Cong. Rec. H2849 (Mar. 8, 1995). Despite

t hese concerns, Congress rejected Rep. Bryant's

proposed anendnent, which would have permtted

plaintiffs to plead sinply facts that support their

beliefs. See 141 Cong. Rec. H2848 (Mar. 8, 1995).
Because Congress does not intend sub silentio to

enact statutory |anguage that it has earlier discarded

in favor of other |anguage, the Court concl udes that

plaintiffs nust plead the sort of infornmation described

by Reps. Bryant and Dingell to neet the requirenments of

the [ PSLRA] as enact ed.

Id. at 763-64 (citation and quotation omtted).

The Court is unpersuaded by Plaintiffs’ argunent that they
have all eged facts in their Amended Conpl aint to support their
informati on and belief allegations and so have satisfied the
requi renents of Section 78u-4(b)(1) of the PSLRA. Wth very few
exceptions, the “facts” alleged in the Anended Conplaint are pled
on information and belief. Essentially, Plaintiffs argue that
they can satisfy the hei ghtened pl eadi ng requirenment for
information and belief allegations by facts all eged on
information and belief. |[If the Court were to accept this

circular reasoning, the statute’s requirenment that a securities



fraud conplaint “state with particularity all facts on which that
belief is formed” woul d be conpl etely eviscerat ed.

For the above reasons, the Court will dismss Plaintiffs’
Amended Conpl aint for failure to conply with the pl eading
requi renents of the PSLRA. In anmending their Anmended Conpl aint,
Plaintiffs nust state with particularity the sources of the facts
that they allege on information and belief.

Al t hough the Court will dism ss the Amended Conpl ai nt for
failure to conply with the PSLRA s information and belief
pl eadi ng standard, the Court wi || address Defendants’ other

chal | enges to the sufficiency of the Anended Conpl ai nt.

B. Section 10(b) of the Exchange Act

Plaintiffs assert a securities fraud claimagainst al
Def endants under Section 10(b) and Rule 10b-5. Section 10(b)
prohi bits the "use or enploy[nent], in connection with the
purchase or sale of any security, ... [of] any manipul ative or
deceptive device or contrivance in contravention of such rules
and regul ations as the Conm ssion nmay prescribe.” 15 U S. C. 8§
78] (b). Rule 10b-5 nmakes it illegal "[t]o make any untrue
statenment of a material fact or to omt to state a material fact
necessary in order to nake the statenents nade, in the |ight of
t he circunmstances under which they were made, not m sleading ..

in connection with the purchase or sale of any security." 17



C.F.R 8 240.10b-5(b).

To state a clai munder Section 10(b) and Rul e 10b-5,
Plaintiffs nust establish the following: (1) that Defendants
made a materially false or msleading statenent or omtted to
state a material fact necessary to nmake a statenent not
m sl eadi ng; (2) that Defendants acted with scienter; and (3) that

Plaintiffs’ reliance on Defendants’ m sstatenent caused them

injury. In re Burlington Coat Factory Sec. Litig., 114 F. 3d
1410, 1417 (3d Cr. 1997). Because a clai munder Section 10(b)
and Rule 10b-5 is a claimfor fraud, Plaintiffs nust also satisfy
t he hei ghtened pl eadi ng standard of Rule 9(b) of the Federal
Rul es of Civil procedure. |d. at 1417-18. Rule 9(b) provides
that “[i]n all avernments of fraud or m stake, the circunstances
constituting fraud or m stake shall be stated with
particularity.” Fed.R Gv.P. 9(b).

The PSLRA i nposes additional pleading requirenments for the
el ements of a securities fraud claim Under the PSLRA, a
conpl ai nt nust specify “each statenent alleged to have been
m sl eadi ng” and “the reason or reasons why the statenent is
m sleading." 15 U.S.C. 8 78u-4(b)(1). A conplaint also nust
"state with particularity facts giving rise to a strong inference
that the defendant acted with the required state of mnd." 15
US. C 8 78u-4(b)(2). Failure to satisfy these pleading

requirenents results in dismssal. 15 U S.C. § 78u-4(b)(3).

10



Def endants seek the dism ssal of Plaintiffs 10-b(5) clains
on the follow ng grounds: (1) that the purported
m srepresentations and om ssions fail to state a claimfor
securities fraud; (2) that Plaintiffs’ allegations are
i nacti onabl e because they anpunt to nothing nore than
m smanagenent clains; (3) that Plaintiffs have failed to neet the
hei ghtened requirenents of the PSLRA for pleading scienter; (4)
that Plaintiffs have failed to plead sufficient facts to
attribute analysts’ statenents to Defendants; and (5) that
Plaintiffs’ accounting allegations fail to state a fraud claim?
In addition, Defendant Abranson argues that the all eged
m sl eadi ng statenents and om ssions cannot be attributed to him
under the “group published information” presunption. The Court

w || address each of these argunents in turn.

®As noted, Defendants argue that Plaintiffs have failed to
adequately plead two of the required elenents of a securities
fraud claim-- that is, that Defendants nmade nmaterially fal se or
m sl eadi ng statenents and that Defendants acted with the
requi site scienter. Defendants do not challenge the reliance
el ement of the claim which Plaintiffs plead by utilizing the
“fraud on the market” theory. (Am Conpl. at Y 27-28.) By
using this theory, Plaintiffs do not need to show that they
actual ly knew of the conmmunications that contained the
m srepresentations or omssions. “Plaintiffs are accorded the
presunption of reliance based on the theory that in an efficient
mar ket the msinformation directly affects the stock prices at
whi ch the investor trades and thus, through the inflated or
defl ated price, causes injury even in the absence of direct
reliance.” |In re Burlington Coat Factory Sec. Litig., 114 F. 3d
at 1419 n.8 (citations omtted).

11



1. The All eged M sl eadi ng St at enent s

“ITlhe first step for a Rule 10b-5 plaintiff is to establish
t hat defendant made a materially fal se or m sl eadi ng statenent or
omtted to state a material fact necessary to nake a statenent

not msleading.” [In re Burlington Coat Factory Sec. Litig., 114

F.3d at 1417. Plaintiffs’ 10b-5 clains are based on all eged
materially m sleading statenents contained in four different
press rel eases issued by Aetna in 1997 on March 6, May 6, July

25, and August 5.4

a. March 6, 1997 Press Rel ease

On March 6, 1997, Aetna issued a press rel ease announci ng
that Joseph T. Sebastianelli was naned President of Aetna.
Plaintiffs allege that the foll ow ng statenent nmade by Conpton
t hen Chai rman of the Aetna Board, contained in the March 6
rel ease was m sl eadi ng and acti onabl e under the securities | aws:

Joe has done a great job | eading the rapid and
successful integration of the health business and

creating a winning strategy for the health business
going forward. Decisions have been made and

*M sl eadi ng statenents contained in press rel eases can form
the basis for a 10b-5 claim As the United States Court of
appeals for the Third GCrcuit (“Third Crcuit”) has explai ned,
“[t]he private right of action under Section 10(b) and Rule 10b-5
reaches beyond statenents and om ssions nmade in a registration
statenent or prospectus or in connection with an initial
di stribution of securities and creates liability for fal se and
m sl eadi ng statenents or om ssions of material fact that affect
trading on the secondary market.” In re Burlington Coat Factory
Sec. Litig., 114 F.3d at 1417 (citations omtted).

12



i npl enmented qui ckly, and the business is on track to
neet all the objectives that were set at the tine of
the nerger.

(Am Conpl. at ¥ 49, enphasis added by Plaintiffs.)

Plaintiffs allege that by issuing this press rel ease,
“defendants represented that, as of March 6, 1997, the Aetna- USHC
heal t h busi ness had al ready been ‘successfully integrated and
that “a winning strategy for the health business going forward’
was in place.” (ld. at § 50.) Plaintiffs further allege that
Def endants, by stating that “the business is on track to neet al

obj ectives that were set at the tine of the nerger,” adopted and
reaffirmed the statenents previously issued in the June 13, 1996

Joint Proxy Statenent by Aetna and USHC, including, inter alia,

the representations that:
* The annual increase in operating incone is expected
to be approximately $300 million (after tax) per year,
and to be achieved within 18 nonths of the Merger Date.
» Expense reductions are expected to result from
| owering nmedical costs and streamining duplicative
adm ni strative functions. Reductions in admnistrative
expenses are based on projected needs for overl apping
functions such as information systens, provider
contracting systems and nedi cal credentialing, finance,
accounting and other adm nistrative functions,

particularly in overlapping markets and the application

13



of existing Aetna resources in serving U S. Healthcare

cust omers.
(ld. at 99 45-46, 50.)

Def endants argue that the statenents contained in the March

6 rel ease are not actionable because: (1) the statenents are not
material, but rather constitute “puffing” statenments related to
Sebastianelli’s acconplishnents; (2) the prior statenents by
Aetna in the June 12, 1996 proxy materials, which Plaintiffs
all ege were adopted and reaffirnmed in the March 6 rel ease, were
made before the class period and are therefore inmmaterial as a
matter of law, and (3) to the extent that the March 6 rel ease
adopted and reaffirnmed these earlier statenents, under the
“bespeaks caution” doctrine, the cautionary | anguage that

acconpani ed the statenents in the proxy materials renders the

al l eged om ssions and m srepresentations immaterial as a matter
of | aw.

A statenment or omssion is material if there is a
"substantial |ikelihood that, under all the circunstances, the
[ statenent or om ssion] would have assuned actual significance in

the deliberations of the reasonabl e shareholder." TSC I ndus.,

Inc. v. Northway, Inc., 426 U.S. 438, 449, 96 S. C. 2126, 2132,

(1976). As the Third Crcuit has explained, “the issue is

14



whet her there is a substantial |ikelihood that the disclosure
woul d have been viewed by the reasonabl e investor as having
significantly altered the total mx of information available to

that investor.” Shapiro v. UJB Financial Corp., 964 F.2d 272,

280 n.11 (3d Cr. 1992)(citation and quotation omtted).
“Materiality is a m xed question of |law and fact, and the
delicate assessnents of the inferences a reasonabl e sharehol der
woul d draw froma given set of facts are peculiarly for the trier

of fact.” TSClndus., Inc. v. Northway, Inc., 426 U S. at 450,

96 S. . at 2133. The district court, however, can rule that
the allegations are inactionable as a matter of law “if the

al l eged m srepresentations or om ssions are so obviously

uni mportant to an investor that reasonable m nds cannot differ on

the question of materiality.” 1d.

(i) “Puffing” Statenents

“Puffing” statenents -- that is, vague expressions of
corporate optimsm and expectations about a conpany’s prospects
-- are not actionabl e because reasonable investors do not rely on

such statenents in making investnent decisions. Lasker v. New

York State Elec. & Gas Corp., 85 F.3d 55, 57-58 (2d Cir. 1996).

However, “[i]f a statenent is material, then it cannot be

puffing.” Moit v. Whnderware Corp., 977 F. Supp. 363, 370 (E.D

Pa. 1997)(citing Hoxworth v. Blinder, Robinson & Co., 903 F.2d

15



186, 200 (3d Cir. 1990)). Defendants argue that the statenents
contained in the press release constitute generalized statenents
of optimsm and as such are not material.

The March 6 rel ease contains statenents that clearly were
meant to tout the acconplishnents of Sebastianelli (e.qg., “Joe
has done a great job”). Although such a statenent, standing

al one, would constitute a puffing statenent, the statenent about

Sebastianelli was tied to the very issue about which Plaintiffs
conplain -- the integration of Aetna and USHC. The rel ease
descri bes these efforts as “successful.” Plaintiffs allege that

this statenent was materially m sl eadi ng because the integration

was rife with serious problenms concerning conputer system

i nconpatibility, “black hole” clains, code conversion w thout
notification, consolidation of clains service centers and
reduction in workforce, and the negotiation of provider
contracts. (Am Conpl. at 1Y 54-66.) In addition, the rel ease
stated that the Aetna was “on track to neet all objectives that

were set at the tine of the nerger,” a statenent concerning the
current status of the integration efforts. Plaintiffs also
allege that this statenent was fal se because Aetna was not on
track to nmeet the objectives set forth in the proxy material s.

The general rule is that questions of materiality are fact-

sensitive determnations to be made by the trier of fact. TSC

16



Indus., Inc. v. Northway, Inc., 426 U S. at 450, 96 S. C. at

2133. Alleged msrepresentations are inactionable as a matter of
| aw only when reasonabl e m nds cannot differ on the question of
materiality. 1d. The Court finds that the representations at

i ssue here cannot be characterized as ones that woul d be so

obvi ously uninportant to an investor that reasonable m nds cannot
differ on the question of materiality. Therefore, the Court
rejects Defendants’ argunent that the statenents in the March 6

rel ease are immterial as a matter of | aw

(i) Proxy Statenents

Def endants correctly point out that statenments nade before
or after the class period are not actionable and that the proxy
statenents were initially nade before the comencenent of the
class period. Nevertheless, Defendants’ argunent that these
statenments are therefore immaterial as a matter of | aw m sses the
mark. Plaintiffs allege that the March 6 rel ease adopted and
reaffirmed the earlier proxy statenents. |In other words, by
explicitly referring to the objectives for the nerger that were
set forth in the proxy materials, and by representing that “the
business is on track to neet all the objectives that were set at
the tinme of the merger,” Defendants effectively reissued those

earlier statements in the March 6 rel ease. Consequently, the

17



statenments were nmade within the class period and are therefore

properly the subject of Plaintiffs |aw suit.

(1i1) “Bespeaks Caution” Doctrine

Defendants’ final argunent is that even if the earlier proxy
statenents were adopted and reaffirned in the March 6 rel ease,
the rel ease al so adopted and reaffirned the foll owm ng cautionary

| anguage that acconpani ed those statenents:

THE ESTI MATES ARE BASED UPON A VARI ETY OF ASSUMPTI ONS
RELATI NG TO THE BUSI NESS OF U. S. HEALTHCARE AND AETNA
VWH CH MAY NOT BE REALI ZED AND ARE SUBJECT TO

SI GNI FI CANT UNCERTAI NTI ES AND CONTI NGENCI ES, ALL OF
VWH CH ARE SUBJECT TO MATERI AL RI SKS AND UNCERTAI NTI ES
AND MANY OF VWH CH ARE BEYOND THE CONTROL OF AETNA AND
U S. HEALTHCARE. ACCORDI NGY, THERE CAN BE NO
ASSURANCE THAT THE ESTI MATED SYNERG ES W LL BE

REALI ZED, AND ACTUAL SYNERG ES, | F ANY, MAY VARY
MATERI ALLY FROM THOSE SHOWN.

Def endants argue that under the “bespeaks caution” doctrine, any
al l eged m srepresentations or omssions in the proxy materials
were rendered immterial as a matter of |aw
The “bespeaks caution” doctrine serves to neutralize
forward-| ooki ng statenents concerning forecasts and projections.
As the Third G rcuit has expl ai ned,
[When an offering docunent's forecasts, opinions or
proj ections are acconpani ed by neani ngful cautionary
statenents, the forward-|ooking statements will not
formthe basis for a securities fraud claim... In
ot her words, cautionary |anguage, if sufficient,

renders the alleged om ssions or msrepresentations
imuaterial as a matter of |aw

18



In re Westinghouse Sec. Litig., 90 F.3d 696, 707 (3d Gr.

1996) (quoting In re Donald J. Trunp Casino Sec. Litig., 7 F.3d

357, 371-72 (3d Cir. 1993)).

Al t hough the cautionary | anguage contained in the proxy
materials dealt with projections and forecasts about the proposed
merger of Aetna and USHC, at the tinme that the proxy statenents
were adopted and reissued in the March 6 press rel ease, the
merger had already occurred. As such, the press release referred
to matters of present fact -- that is, Aetna was “on track to
nmeet all the objectives” set forth in the earlier proxy
materials. The “bespeaks caution” doctrine does not apply to

presently known facts. Moit v. Wwnderware, Corp., 977 F. Supp.

at 371. Therefore, Defendants cannot rely on the “bespeaks
caution” doctrine to neutralize the alleged m srepresentations
set forth in the March 6 rel ease.

For these reasons, the Court finds that Plaintiffs’
al l egations regardi ng m sl eading statenents contained in the

March 6 release are sufficient to support their 10b-5 claim

b. May 6, 1997 Press Rel ease

In a press rel ease issued on May 6, 1997, Defendant Conpton,
Chai rman of the Aetna Board, said

Qur efforts to reposition Aetna began to pay off in the

first quarter of 1997. . . . earnings fromall three of
our core businesses . . . grew at double-digit rates
fromthe prior-year quarter. |In addition, our

19



i ncreased cash flow will provide significant financial
flexibility to continuously increase sharehol der val ue.

* * %

Aetna U.S. Healthcare significantly | owered operating
expenses with the inproved cost structure put in place
| ast year.
(Am Conpl. at § 79.) This press release also disclosed the
financial results for the first quarter ending March 30, 1997.
I n announcing these results, the press rel ease stated that
“[c]omercial HMO nedical costs were essentially flat.” (ld. at
T 78.)
According to Defendants, Plaintiffs’ conclusion that the
statenent regarding flat nedical costs was false is based on an
i mproper conparison of the statenent in the press release to
Aetna’ s cont enporaneous assertion in its Form10-Qfiling with
the SEC for the first quarter of 1997 that conmmerci al nedical
costs “increased by 5% per nenber per nonth. Plaintiffs claim
however, is not based on a conparison with that portion of the
Form 10Q Rather, the statenent in the release that costs were
flat (i.e., had not increased) for the first quarter of 1997 was
based on a conparison to the fourth quarter of 1996. As
expl ained by Plaintiffs,
[t]he significance of this statenment was that, although
costs had increased fromthe sane period | ast year,
that was to be expected since Aetna was in the m dst of
its integration. However, the fact that costs had not
increased fromthe inmediately prior quarter, inplied
that costs were com ng under control and that the

i ntegration was successfully proceedi ng.

(Pls.” Opp. at 30.) Plaintiffs allege that this statenent was
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fal se because nedi cal costs were not under control. Construing
the pleadings in the light nost favorable to the Plaintiffs, as
the Court must, the Court finds the allegations concerning the
flat nmedical costs contained in the May 6 rel ease are sufficient
to state a 10b-5 claim

Def endants al so argue that Conpton’s statenent in the May 6
release that “Aetna U S. Healthcare significantly | owered
operating expenses with the inproved cost structure put in place
| ast year” is forward | ooking and therefore protected under the
safe harbor of the PSLRA. The Court finds that Defendants
argunent is msplaced. A forward | ooking statenent may include:
(A) statenments containing a projection of revenues, incone
(i ncluding inconme | oss), earnings per share (including earnings
| oss), capital expenditures, dividends, capital structure, or
other financial itens; (B) statenents of the plans and objectives
of managenent for future operations; (C) statenents of future
econom ¢ performance; and (D) statenents of the assunptions
underlying or relating to the statenents described in (A, (B)
and (©). 15 U.S.C. 8 78u-5(i)(1)(A-(D). Defendant Conpton’s
statenent does not fit into any of the definitions set forth in
the PSLRA for a forward | ooking statenment. Therefore, the safe

har bor provisions of the PSLRA do not apply.

For these reasons, the Court finds that Plaintiffs’
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al | egations regardi ng m sl eadi ng statenents contained in the My

6 rel ease are sufficient to support their 10b-5 claim?®

C. July 25, 1997 Press Rel ease

In a July 25, 1997 press rel ease, Aetna naned Ri chard Huber
as President and CEO of Aetna. This release states that Huber
was an integral force in “the nerger and the highly successful
integration at Aetna U S. Healthcare.” (Am Conpl. at § 83.)
Def endants argue that the statenent about Huber constitutes a
“puffing statenent” and is therefore immterial as a matter of
law. The Court agrees. Although both the March 6 and the July
25 rel eases announce the appoi ntnent of corporate officers, |aud
their acconplishnments, and describe the integration of Aetna and
USHC as “highly successful,” there is a critical difference
bet ween these two releases. In the July 25 rel ease, the

description of the integration as “highly successful,” w thout
nore, is a generalized statenent that is inactionable as a matter

of | aw because it constitutes nere “puffery” and woul d be

°Def endants maintain that the statement by Defendant Conpton
that “[oJur efforts to reposition Aetna began to pay off in the
first quarter of 1997" and that “[o]ur increased cash flow w |
provide significant financial flexibility to continuously
i ncrease sharehol der value” are forward | ooki ng statenents and
therefore are protected by the safe harbor protections in the
PSLRA for forward-I|ooking statenents acconpani ed by meani ngf ul
cautionary statenents. Plaintiffs, however, have advised the
Court that their claimis not based on these statenents by
Def endant Conpton. (Pls.” Opp. at 30.) Therefore, this aspect
of Defendants’ challenge to the May 6 rel ease i s noot.
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under st ood by reasonabl e investors as such. Shapiro v. UJB

Fi nancial Corp., 964 F.2d at 284 n.12; \Wallace v. Systens &

Conput er Technol ogy Corp., G v.A No. 95-6303, 1997 W. 602808, at

* 9 ((E.D. Pa. Sept. 23, 1997). The generalized optimstic
statenent about the integration is also linked to the
acconpl i shnents of Defendant Huber. As such, a reasonable
i nvestor would view such a statenent as one that favorably
reflects on the abilities of Defendant Huber, not as information
on the relative success, or |ack thereof, of the integration of
Aet na and USHC

In contrast, the |audatory statenents about Sebasti anell
and the description of the integration as “highly successful” in
the March 6 release are directly tied to the objectives set forth
in the proxy materials for the Aetna/USHC nerger. As such, the
statenents in the March 6 rel ease are not nere puffing statenents
but constitute concrete representati ons about the success of the
merger, as gauged by the objectives in the proxy materials. The
statenents in the July 25 rel ease about Defendant Huber and the
success of the integration are not linked in any way to the proxy
obj ectives, as the March 6 statenents are. For that reason, the
Court finds that the alleged m srepresentations contained in the
July 25 rel ease about Defendant Huber were puffing statenents and
as such are immaterial as a matter of law. Plaintiffs cannot

base their 10b-5 claimon the statenents contained in the July 25
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r el ease.

d. August 5, 1997 Press Rel ease

On August 5, 1997, Aetna issued a press rel ease that
contained the follow ng statenent:
Second quarter 1997 earnings include a $20.2 mllion
after-tax benefit froma reduction in the severance and
facilities reserve, as the integration with U S.
Heal t hcare proceeds at |less cost than initially
expect ed.
(Am Conpl. at § 86.) Plaintiffs allege that this statenment was
made “to once agai n deceive the investing public into believing
that the nmerger and integration between Aetna and USHC was
seanl ess and successful.” (ld.) Plaintiffs further allege that
“[t]his reserve [the severance and facilities reserve] was
initially recorded to account for the nerger and integration
costs. Defendants’ disclosure of the decrease in the reserve
m sl ed the investing public into believing that the nerger and
i ntegration were successful and not spawning difficulties of
their omn.” (Ld.)
Def endants argue that the statenents included in this
rel ease were historical fact and thus not actionable -- “the fact
that the severance and facilities reserve was reduced indicates
only (and correctly) that those itens covered by the reserve,

such as severance pay and rent paid on closed facilities, cost

less than initially anticipated, not that the integration was
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problemfree.” (Defts.’” Mt. at 26.)
There is a duty to disclose information when disclosure is
necessary to nake defendants’ other statenents, whether mandatory

or volunteered, not msleading. Kline v. First Western Gov't

Sec., 24 F.3d 480, 491 (3d. Gr. 1994). Because Defendants

vol unt eered that one reserve had been reduced, this arguably
created a m sleading inpression that the costs associated with
the integration were decreasing when in fact they were

i ncreasing. Under these circunstances, Plaintiffs’ allegations
that the August 5 release contained materially m sl eading

representations are sufficient to support their 10b-5 claim

e. G oup Pl eadi ng Doctri ne

In attributing the alleged m sl eadi ng statenents and
om ssions to the individual Defendants, Plaintiffs allege the
fol | ow ng:

It is appropriate to treat the Individual Defendants as
a group for pleading purposes and to presune that the
materially false, m sleading and i nconplete information
conveyed in the Conpany’s [Aetna’s] public filings,
press rel eases and other publications as alleged herein
are the collective actions of the narrowy defined
group of defendants identified above. Each of the
above officers and/or directors of Aetna, by virtue of
his high-level position with the Conpany, directly
participated in the managenent of the Conpany, was
directly involved in the day-to-day operations of the
Conpany at the highest |evels and was privy to
confidential proprietary information concerning the
Conpany and its business, operations, prospects,

growt h, finances, recognition and reserve policies and
financial condition, as alleged herein. Said
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def endants were involved in drafting, producing,
reviewi ng and/or dissenmnating the materially fal se and
m sl eadi ng statenents and information all eged herein,
were aware, or recklessly disregarded, that the false
and m sl eadi ng statenents were being issued regarding
t he Conpany and approved or ratified these statenents,
in violation of the federal securities |aws.

(Am Conpl. at § 16.)

By maki ng these allegations, Plaintiffs seek the benefit of
the so-called group pleading doctrine.® Under this doctrine, the
identification of the individual sources of statenents is
unnecessary when the fraud allegations arise from m sstatenents
or om ssions in group-published docunents, such as annual
reports, prospectuses, registration statenments, press rel eases,
or other "group published information" that presumably constitute

the collective actions of those individuals involved in the day-

to-day affairs of the corporation. Wol v. Tandem Conputers,

Inc., 818 F.2d 1433, 1440 (9th Cir. 1987). In the typical
scenari o, the group pleading doctrine is used, as Plaintiffs have
done here, to attribute group published information to senior
executives of a corporate defendant. |d.

In certain limted circunstances, the doctrine has been
extended to outside directors. In order for the doctrine to
apply to an outside director, a Rule 10b-5 plaintiff nust allege

“that an outside director either participated in day-to-day

®This doctrine is also referred to as the “group published
i nformati on” presunption.
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corporate activities, or had a special relationship with the

corporation, such as participation in preparing or comuni cating

group information at particular tines.” In re denFed, Inc. Sec.
Litig., 60 F.3d 591, 593 (9th Cr. 1995). As a prerequisite for

group pleading that involves an outside director, operational

i nvol venent on the part of the outside director nust be pled.

Id. Allegations that the outside director nerely held a position
on a commttee that is responsi ble for overseeing the
corporation’s financial or disclosure activities are insufficient
under the group pleading doctrine. |d.

Because Plaintiffs do not allege that Defendant Abranson
made any of the alleged m sleading statenents, they nust rely on
the group pleading doctrine to attribute the statenents to him
M ndful of the requirenents of the group pleading doctrine,
Plaintiffs allege that Defendant Abranson participated in the
day-to-day activities of Aetna and had access to confidenti al
proprietary information concerning Aetna, presumably by virtue of
his position on the Finance Commttee and his consulting
agreenent with Aetna. Defendant Abranson argues that the group

pl eadi ng al |l egati ons agai nst him are inadequate.’ Although

‘I'n their Mtion, Defendants Compton and Huber do not
challenge Plaintiffs’ use of this pleading device. The Court
notes in this regard that Defendant Conpton is quoted as nmaking
the all eged m sl eading statenment in the March 6 rel ease and one
of the alleged msleading statenments in the May 6 rel ease.

Def endant Abranson does not challenge the validity of the
group pl eadi ng doctrine under the PSLRA, but rather argues that
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Plaintiffs include the right buzz words, the Court finds that
their allegations concerning Defendant Abranson’s invol venent
with the operational affairs of Aetna and his speci al
relationship are nerely conclusory and as such are insufficient.
First, Plaintiffs treat the senior managenent Defendants,
Conpt on and Huber, and the outside director Defendant, Abranson,
as a unit for pleading purposes, even though an outside
director’s relationship to and i nvol venent with the corporation
typically differs fromthat of inside, high | evel executives. |In

re denFed, Inc. Sec. Litig., 60 F.3d at 593. Second, although

Plaintiffs boilerplate allegations of day-to-day involvenent in
Aetna’'s affairs are plausi ble as to Defendants Conpton and Huber,
they are woefully inadequate as to an outside director such as

Def endant Abr anson. In re Silicon Graphics, Inc. Sec. Litig.,

No. C 96-0363, 1996 W. 664639, at *8 (N.D. Cal. Sept. 25, 1996).
Finally, Plaintiffs have failed to allege any facts to support
their allegations that Defendant Abranmson was involved in the

day-t o-day operations of Aetna after the Aetna-USHC nerger and

it cannot be used by Plaintiffs against him Although it is

uncl ear whether the group pleading doctrine survives under the
PSLRA, the Court will assune for the purposes of this Mtion that
the group pleading doctrine is still viable. |n re Stratosphere
Corp. Sec. Litig., 1 F. Supp.2d 1096, 1108 (D. Nev. 1998)(the

hei ght ened pl eadi ng standards i nposed by the PSLRA did not
abol i sh the group pleading doctrine); but see Coates v. Heartland

Wrel ess Communications, Inc., 26 F. Supp.2d 910, 915-16 (N. D
Tex. 1998) (the PSLRA codifies a ban on the group pleading
doctri ne).
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was privy to information relevant to the all eged m sl eadi ng
statenents by virtue of his position on the Finance Commttee and
his consulting agreenent with Aetna. Under these circunstances,
the Court declines to apply the group pleading doctrine to

Def endant Abranson. Accordingly, the Court finds that Plaintiffs
have not adequately pled that any of the alleged m sl eadi ng

statenents can or should be attri buted to Defendant Abranson.

2. Aet na M snmanagenent

Def endants next argue that Plaintiffs’ allegations of
securities fraud anount to nothing nore than m smanagenent
clains. “The securities laws do not create liability for

breaches of fiduciary duty or m snmanagenent.” 1n re Donald J.

Trunp Casino Sec. Litig., 7 F.3d at 376. However, a conplaint is

not subject to dismssal if plaintiffs plead “specific facts
permtting the inference that defendants were intentionally

conceal ing [m smanagenent].” In re Westinghouse Sec. Litig., 90

F.3d at 711. Moreover, if it alleges that “a defendant was aware
t hat m snmanagenent had occurred and made a material public
statenent of corporate affairs inconsistent with the existence of

t he m smanagenent,” then a conplaint does state an acti onabl e

m srepresentation. Hayes v. Gross, 982 F.2d 104, 106 (3d Gr.

1992) .

Here, Plaintiffs have adequately pled that Defendants made
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m srepresentati ons and om ssions with respect to the success of
the integration efforts. It may be that the problens with the
integration that Aetna all egedly experienced stemmed from
m smanagenent. But this is not the focus of Plaintiffs claim
Rather, Plaintiffs allege that Defendants nade nmateri al
m srepresentations and failed to disclose material facts relating
to the integration problens associated with the nerger.
Therefore, the Court rejects Defendants’ argunent that
Plaintiffs’ allegations are nerely exanples of m smanagenent.
Def endants further argue that even if the Court were to
consider Plaintiffs’ allegations that Defendants m srepresented

the nmerger as “successful,” this is the type of vague positive
statenent that is not actionable under the securities |aws since
such a statenent is not material. Defendants are correct that
certain vague statenents are immaterial as a matter of [aw.  For

exanple, in Hoxworth v. Blinder, Robinson & Co., Inc., 903 F. 2d

at 201, the Third Grcuit held that a vague statenent, such as
“this bond is marvelous,” is immterial because a reasonabl e

i nvestor would not rely on it in considering the total m x of
avai l able information. The Court finds that the statenent
contained in the March 6 rel ease concerning the success of the
nmerger does not fall within the anbit of Hoxworth. As discussed
in Section Il1.B.1.a above, this statenent specifically referred

to stated objectives in the proxy naterials. Therefore, it is
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not the type of vague, generalized statenent that is immaterial
as a matter of |aw
3. Sci enter

Defendants maintain that Plaintiffs have i nadequately pled
scienter under the PSLRA, which provides that a plaintiff’s
conplaint nust “state with particularity facts giving rise to a
strong inference that the defendant acted with the required state
of mnd.” 15 U S.C 8§ 78u-4(b)(2). Al though the pleading of
scienter is clearly necessary to state a securities fraud claim
the PSLRA fails to define that “required state of mnd” or to
identify a standard for pleading it. The Suprenme Court has
addressed the first issue -- the requisite state of mnd in a
securities fraud case is scienter, which is “a nental state
enbracing intent to deceive, manipulate, or defraud.” Ernst &

Ernst v. Hochfelder, 425 U S. 185, 193 n.12, 96 S. . 1375, 1381

n.12 (1976). The second issue -- the standard for pleading
scienter under the PSLRA -- has not yet been decided by the
Suprene Court or the Third Grcuit.

Before the PSLRA was enacted, the Third Circuit followed the
pl eadi ng standards set forth by the United States Court of
Appeal s for the Second Circuit (“Second G rcuit”), which required
a plaintiff to plead a strong inference of scienter by “(a)
all eging facts to show that Defendants had both a notive and a

cl ear opportunity to conmt fraud, or (b) by alleging facts that
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constitute strong circunstantial evidence of conscious

m sbehavi or or recklessness.” 1In re Burlington Coat Factory Sec.
Litig., 114 F.3d at 1418 (citing Acito v. I MCERA G oup, Inc., 47

F.3d 47, 52 (2d Gir. 1995)).

There has been nmuch debate anong the comentators and the
courts as to whether the PSLRA sinply codified the Second
Circuit’s pleading standards or whether Congress rejected the
reckl essness and notive and opportunity standards in favor of the
nmore stringent conscious knowl edge standard. In contrast to the
clear legislative history on information and belief allegations,
the legislative history on Section 78u-4(b)(2) is nurky.

Berkowitz v. Conrail, Inc., Cv.A No. 97-1214, 1997 W 611606, at

*15-16 (E.D. Pa. Sept. 25, 1997). Sone courts have relied on
| egislative intent to support the holding that the PSLRA codifies

the Second Circuit’s pleading standards. E.qg., Sloane Overseas

Fund v. Sapiens Int’'l Corp., 941 F. Supp. 1369, 1377 (S.D.N.Y.

1996). O her courts have held that in passing the PSLRA
Congress intended to establish even stronger pleading standards

than those recognized in the Second GCrcuit. E.g., Voit v.

Wnderware Corp., 977 F. Supp. at 374 (the PSLRA scienter

requi renment is intended “to surpass the Second Circuit’s ‘notive
and opportunity’ and ‘reckl essness’ standards” and requires that

a plaintiff nust allege facts show ng consci ous behavi or by the
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def endants) . 8

This Court has considered the |egislative history of the
PSLRA submtted by parties, has consulted nunerous articles by
comentators on the PSLRA' s requirenents for pleading scienter,
and has read a full range of cases in which courts have westl ed
with this issue. Based on this review, the Court concludes that
Congress intended to codify the Second Crcuit’s standards for
pl eading scienter. This viewis consistent with the |anguage of
the PSLRA, which expressly adopts the Second G rcuit’s
requi renent that plaintiffs plead facts to establish a “strong
inference” of scienter. It also is consistent with the PSLRA s
underlyi ng purpose to protect conpanies and their sharehol ders
and enpl oyees against neritless “strike” suits by heightening
pl eadi ng standards. By codifying the Second Crcuit’s pleading
st andards, which were the nbost exacting standards in existence
prior to the enactnent of the PSLRA, Congress ensured the
nati onal use of a uniform stringent standard for pleading
scienter.

The Court’s conclusion that the PSLRA codifies the Second

8 The Second Circuit permtted the pleading of scienter by
all eging facts to show consci ous behavi or, reckl essness, or
notive and opportunity. Those courts that have held that the
PSLRA est ablishes a stronger standard for pleading scienter
mai ntai n that Congress rejected the use of the | ess rigorous
reckl essness or notive and opportunity standards in favor of the
nore stringent conscious behavior standard. In so doing, the
reasoni ng goes, Congress established a stronger pleading standard
than the Second Circuit’s.
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Crcuit’'s pleading standards is reinforced by the |egislative
hi story on the Securities Litigation Uniform Standards Act of
1998 (the “Standards Act”), P.L. 105-353, 112 Stat. 3227 (1998).°
The Standards Act makes Federal court the exclusive venue for
nost securities class action lawsuits. The purpose of the

St andards Act was “to prevent plaintiffs fromseeking to evade
the protections that Federal |aw provides agai nst abusive
litigation by filing suit in State, rather than Federal Court.”
Standards Act 8§ 2. Congress was concerned that the filing of
securities actions in state court frustrated the objectives of
the PSLRA. 1d. Because Congress enacted the Standards Act to
preclude, in effect, the litigation of major securities class

actions in state court, Congress believed that it was inportant

°The Court is aware that the |egislative history concerning
t he Standards Act does not necessarily establish |egislative
intent with respect to the PSLRA. Blanchette v. Connecti cut
General Ins. Corps., 419 U S. 102, 132, 95 S. . 335, 353 (1974)
(“post-passage remarks of |egislators, however explicit, cannot
serve to change the legislative intent of Congress expressed
before [an Act's] passage”’); In re denayre Technol ogies, Inc.
Sec. Litig., No. 96 CV. 8252, 1998 W 915907, at * 2 (S.D.N.Y.
Dec. 30, 1998). The Standards Act, however, was follow up
| egislation to the PSLRA. Therefore, the caution regarding post-
passage remarks of |egislators may not apply under these
circunstances. See Sturmv. Mrriott Marquis Corp., 26 F. Supp.
2d 1358, 1368-69 (N.D. Ga. 1998)(use of the legislative history
of the Standards Act as evidence of the legislative intent of
Congress on the scienter pleading standards of the PSLRA).
Nevert hel ess, the Court conducted an independent inquiry into the
| egislative history of the PSLRA to arrive at its concl usion
regarding legislative intent wwth respect to the standard for
pl eadi ng scienter. The Court includes the remarks of |egislators
concerning the Standards Act for illustrative purposes.
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to clarify that the PSLRA did not change the existing | aw on
scienter under Rule 10b-5. |In that regard, the Statenent of
Managers in the Conference Report on the Standards Act states as
fol | ows:

It is the clear understandi ng of the managers that
Congress did not, in adopting the [ PSLRA], intend to
alter the standards of liability under the Exchange
Act .

The managers understand, however, that certain
Federal district courts have interpreted the [PSLRA] as
having altered the scienter requirenent. In that
regard, the managers agai n enphasi ze that the clear
intent in 1995 and our continuing intent in this
legislation is that neither the [PSLRA] nor [the
Standards Act] in any way alters the scienter standard
in Federal securities fraud suits.

Additionally, it was the intent of Congress . .
that the [PSLRA] establish a hei ghtened unlforn1FederaI
standard on pl eadi ng requirenents based upon the
pl eadi ng standard applied by the Second Circuit Court
of Appeals. Indeed, the express |anguage of the
[PSLRA] itself carefully provides that plaintiffs nust
“state with particularity facts giving rise to a strong
i nference that the defendant acted with the required
state of mnd.” The Managers enphasi ze that neither
the [ PSLRA] nor [the Standards Act] nakes any attenpt
to define that state of m nd.

Id., Joint Explanatory Statenent of the Conmttee of Conference
(Statenment of Managers) at 3-4.

The Court reaches the sane conclusion that the PSLRA
codified the Second Crcuit pleading standards under an
alternative interpretation of the applicable |egislative history.
Bef ore the passage of the |egislation, Senator Arlen Specter
proposed an anmendnent that explicitly set forth the Second

Circuit pleading standards, including conscious behavi or,
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reckl essness, and notive and opportunity. Amend. 1985 § 240,
104th Cong., 1st Sess. (1995). Although this anmendnent passed,
the Conference Conmttee later elimnated this | anguage
fromthe bill's final version. The rejection of the Specter
Amendnent coul d be viewed as evidence that Congress intentionally
chose not to incorporate the Second Crcuit’s pleadi ng standard.
Had the Court adopted this view of the PSLRA' s | egislative
history, it would have | ooked to precedent fromthe Third Crcuit
for the appropriate pleading standard. The Third Crcuit has
adopted the Second Circuit’s pleading standards. In re

Burli ngton Coat Factory Sec. Litiqg., 114 F.3d at 1418.

Therefore, under either view of the legislative history of
Section 78u-4(b)(2), the Court finds that Plaintiffs can pl ead
scienter by stating with particularity facts that show that

Def endants had both a notive and a clear opportunity to commt
fraud or by alleging facts that constitute strong circunstanti al

evi dence of consci ous n sbhehavi or or reckl essness.

a. Consci ous M sbehavi or

(i) Defendants Conpton and Huber

Plaintiffs have filed an 83 page consolidated class action
conplaint that sets forth detail ed and substantial allegations
that give rise to a strong inference that Defendants Conpton and

Huber may have engaged in conduct with the conscious know edge
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that their acts were in violation of the Exchange Act. See In re

Cephal on Sec. Litig., G v.A No. 96-0633, 1997 W. 570918, at * 2

(E.D. Pa. Aug. 29, 1997). The Court reaches its decision
concerni ng the adequacy of Plaintiffs’ scienter allegations by
anal yzing the alleged m srepresentati ons and om ssions in the
context of the high | evel executive positions held by Defendants
Conpt on and Huber at Aetna and the inportance and significance of
the acquisition of USHC by Aetna.

Plaintiffs allege that the nerger of Aetna and USHC was a
transaction valued at $8.9 billion, that the acquisition of USHC
by Aetna was a mmj or corporate undertaking by Aetna, and that
Def endant s Conpton and Huber occupied the top corporate positions
at Aetna during the period in which the two busi nesses were
integrated into one corporation. In addition, Plaintiffs’
Amended Conplaint is replete with detailed allegations concerning
operational problens (e.dq., inconpatible conputer systens, the
consolidation of clains service centers, and the change of
patient identification codes) that plagued Aetna as a result of
its acquisition of USHC. Such problens affected a key aspect of
Aet na’ s managed heal t hcare busi ness: the processing of nedical
claims. The Court finds that the size and nature of the USHC
Aetna nerger and the positions held by Defendants Conpton and
Huber, in conjunction with the factual allegations in the Anended

Conpl ai nt concerning the operational problens at Aetna follow ng
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the nerger, provide strong circunstantial evidence that

Def endant s Conpton and Huber, and by extension Defendant Aetna,
know ngly nmade the m srepresentations and om ssi ons concer ni ng
the success of the integration and its financial inpact on Aetna.

In re Gaming Lottery Sec. Litig., Nos. 96 ClV 5567, 7527, 7936,

1998 WL 276177 (S.D.N. Y. May 29, 1998); Epstein v. Itron, Inc.,

993 F. Supp. 1314, 1325 (E.D. WA. 1998); Beard v. Sachnoff &

Weaver, Ltd., 941 F.2d 142, 143-45 (2d Cr. 1991).
In arguing that Plaintiffs have failed to adequately allege

scienter, Defendants rely heavily on In re Advanta Corp. Sec.

Litig., Gv.A No. 97-4343, 1998 W. 387595, at *7 (E.D. Pa. July
9, 1998), which held that “[a] director, officer, or even the
presi dent of a corporation often has superior know edge and
i nformati on, but neither the know edge nor the information
invariably attaches to those positions.” The Court agrees with
the reasoning set forth in Advanta but finds that the facts of
Advanta are very different fromthe facts present in this case.
In Advanta, the alleged fraud did not relate to the
corporation’s core business but rather concerned a change in the
period for investigations of credit card holders who filed for
bankruptcy. The court in Advanta refused to inpute know edge of
this operational detail to the individual defendants in the
absence of other allegations to support an inference of

knowl edge. In contrast to Advanta, the alleged fraud in this
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case relates to the core business of Aetna during the tine period
i n which Defendants Conpton and Huber were at Aetna’s helm
Plaintiffs’ Amended Conpl aint contains factual allegations
concerni ng wi despread integration problens at Aetna followng its
merger with USHC. These all egati ons provide strong
circunstantial evidence that Defendants Conpton and Huber had
know edge of undi scl osed facts concerning the integration of the
Aet na- USHC nerger and its inpact on Aetna’'s financi al
statenents.® Therefore, the Court finds that Plaintiffs’

al l egations of scienter based on the conscious behavi or standard
are sufficient to state a 10b-5 cl ai m agai nst Def endants Aetna,

Conpt on, and Huber.

(ii1) Defendant Abranson

The Court reaches a different result with respect to
Def endant Abranson, an outside director of Aetna, a nenber of the
Fi nance Commttee of the Board, and a consultant to Aetna.
Al t hough Def endant Abranson was the Chai rman and CEO of USHC at

the time of the nerger, he did not becone an officer of Aetna

“The timing between the alleged fal se statements and the
Sept enber 29 revel ation that earnings were going to be
significantly | ower than expected nmay al so support a finding of
Def endants’ know edge of the falsity of the statenments issued in
the press releases. See In re Gand Casinos Inc. Sec. Litig.,
988 F. Supp. 1273, 1284 (D. M nn. 1997)(revel ations shortly after
al l eged fal se statenents nade can support an inference of earlier
know edge); accord Powers v. Eichen, 977 F. Supp. 1031, 1039-40
(S.D. Cal. 1997).
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after the nerger of Aetna and USHC. In their Anended Conpl aint,
Plaintiffs fail to adequately address this critical difference
bet ween Def endants Conpton and Huber, on the one hand, and
Def endant Abranson, on the other hand. |Instead, Plaintiffs
consistently lunp all of the individual Defendants together for
t he purpose of pleading scienter. Such allegations can only pass
must er under the PSLRA if Plaintiffs further allege that despite
his status as an outside director, Defendant Abranson’s
relationship to Aetna after the nmerger was akin to that of an
i nsi der, such as Defendant Conpton or Defendant Huber.

Plaintiffs attenpt to provide this necessary |ink based on
Def endant Abranson’s nenbership on the Finance Commttee and
consulting agreenent with Aetna. Wth respect to Defendant
Abranmson’s role as consultant, Plaintiffs plead only that
Def endant Abranson entered into a consulting agreenent with
Aet na, whereby he “agreed to advise the Chairman of Aetna
regradi ng strategi c business activities, marketing strategi es and
public relations efforts of [Aetna] and its conbi ned Aetna- USHC
operations.” (Am Conpl. at § 15(b)(iii).) The Anended
Conplaint is devoid of any allegations that Defendant Abranson
actually provided any consulting advice to Aetna or was ever
asked for such advice. Simlarly, Plaintiffs fail to allege that
Def endant Abramson was advi sed of the all eged adverse conditions

at Aetna follow ng the nerger during nmeetings of the Board or the
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Fi nance Commttee. Instead, based solely on his status as an
outside director, nmenber of the Finance Comm ttee, and consultant
to Aetna, Plaintiffs allege that Defendant Abranson knew of the
integration problens that Aetna all egedly experienced after the
merger. Plaintiffs conclude that *“because of their positions
with Aetna,” all of the individual Defendants, including

Def endant Abranson, “had access to the undi sclosed information
about [Aetna’s] business, operations, revenue recognition and
reserve policies, operational trends, finances, nmarkets and
present and future business prospects.” (ld. at § 15(c).) This
type of conclusory allegation falls far short of what is required
under the PSLRA and what is necessary to plead scienter as to an
outside director such as Defendant Abranson.

As di scussed above, the Court’s conclusion that Plaintiffs
have adequately pled scienter under the conscious behavi or
standard as to Defendants Conpton and Huber is derived in part on
the strong i nference of know edge based on the executive
positions they held with Aetna after the nerger and the nature of
Plaintiffs’ securities fraud claim which centers on internal,
operati onal problens experienced at Aetna occurring after the
merger. On the basis of the allegations in Plaintiffs’ Amended
Conpl ai nt, such an inference does not attach to Defendant

Abranson. Cf. Inre Ganing Lottery Sec. Litig., 1998 W. 276177,

at * 7 (CEO and CFO found potentially liable for allegedly false
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and m sl eadi ng conpany statenents); Epstein v. Itron, 993 F

Supp. at 1326 (“facts critical to a business’s core operations or
an i nportant transaction generally are so apparent that their
know edge may be attributed to the conpany and its key
officers”). Because the Anended Conplaint is devoid of specific
factual allegations to support a strong inference of conscious

m sbehavi or on the part of Defendant Abranson, the Court finds
that Plaintiffs’ allegations of scienter under this standard as

t o Def endant Abranson are insufficient.?!?

b. Mtive and Opportunity

As an alternative to conscious behavi or and reckl essness,
Plaintiffs plead that Defendants had the notive and opportunity

to mani pul ate the price of Aetna stock. Because the Court finds

“USimlarly, the Court finds that Plaintiffs allegations of
scienter as to Defendant Abranson are insufficient under the
reckl essness standard. “Recklessness” is defined as "an extrene
departure fromthe standards of ordinary care . . . which
presents a danger of msleading . . . that is either known to the
Def endant or is so obvious that the actor nust have been aware of
it." Healy v. Catalyst Recovery of Pennsylvania, Inc., 616 F.2d
641, 649 (3d Cr. 1980). For a securities fraud claim
reckl essness nust be nore than just a |lack of due care. The
reckl essness all eged nmust constitute evidence of fraud or its
equivalent. |In re Phar-Mr, Inc. Sec. Litig., 892 F. Supp. 676,
684 (WD. Pa. 1995); LaChance v. Harrington, 965 F. Supp. 630,
641 (E.D. Pa. 1997)(recogni zing a hei ghtened reckl essness
standard for pleading scienter under the PSLRA). Plaintiffs’
scienter allegations agai nst Defendant Abranson are legally
insufficient under this standard of hei ghtened reckl essness.
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that Plaintiffs have adequately plead scienter as to Defendants
Conpt on and Huber under the consci ous behavi or standard, the
Court does not need to reach whether Plaintiffs’ allegations of
scienter are sufficient under the notive and opportunity test as
to these Defendants. The Court will, however, anal yze whet her
Plaintiffs have adequately pled notive and opportunity as to
Def endant Abr anson

Under the notive and opportunity test, Plaintiffs nust show
bot h that Defendant Abranmson had the notive to commt the fraud

and had a “clear opportunity” to do so. In re Burlington Coat

Factory Sec. Litig., 114 F.3d at 1418. The Second C rcuit has

defined the terns “notive” and “opportunity” as follows: “Mtive
woul d entail concrete benefits that could be realized by one or
nmore of the statenents and wongful disclosures alleged.
Qpportunity would entail the neans and |ikely prospect of

achi eving concrete benefits by the neans alleged.” Shields v.

Gtytrust Bancorp, Inc., 25 F.3d 1124, 1130 (2d Gr. 1994). The

Court finds that Plaintiffs’ allegations concerning both notive

and opportunity are insufficient.

(1) Motive
Plaintiffs have all eged that Defendants engaged in this

schenme to inflate the price of Aetna stock in order to enhance
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the value of their personally-held Aetna stock.!? (Am Conpl. at
1 117.) Wth respect to Defendant Abranson, Plaintiffs allege
that his stock sales were “unusual in their anbunt and in their
timng,” and therefore are “highly probative” of his scienter.
(Ld. at § 118.) Plaintiffs support their claimthat Defendant
Abranmson’s sal es were unusual by alleging that he nade the
followng two sales during the class period: (1) on April 15,
1997, he sold 5,278 shares at $86.88 per share, which resulted in
proceeds totaling $458,522.64 and (2) on August 13, 1997, he sold
1, 350, 000 shares at $96.02, which resulted in proceeds of
$129, 627, 000. 00. (Ld.)

Plaintiffs allegations that Defendant Abranmson was
notivated to deceive the public to achieve an inflated stock
price, thereby enhancing the value of his Aetna stock, is
insufficient to support a strong inference of intent to defraud.

Acito v. IMCERA Group, Inc., 47 F.3d 47, 53-54 (2d Gr. 1995).

Def endant Abranson’s all eged insider trading during the cl ass

period, however, may support a strong inference of scienter if

2Wth respect to notive, Plaintiffs also allege that “[t]he
| ndi vi dual Defendants engaged in such a schene to inflate the
price of Aetna commobn stock in order to protect and enhance their
executive positions and the substantial conpensation and prestige
t hey obtained thereby.” (Am Conpl. at § 117.) This allegation
obvi ously does not pertain to Defendant Abranmson since he did not
occupy an executive position with Aetna during the class period.
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such trading activity was unusual or suspicious.®® 1d. at 54; In

re Burlington Coat Factory Sec. Litig., 114 F.3d at 1423 (to

produce a strong inference of fraudul ent intent based on insider
trading, trading nust occur at tinmes and in quantities that were
unusual or suspi cious).

To determ ne whether trading activity was unusual or
suspi ci ous, courts consider the total anmount of the insider’s
stock hol dings, the profit nmade by the insider fromsales during
the class period, trades in the conpany’ s stock nmade prior to and
follow ng the class period, and the holdings and trading activity

of the other individual defendants. In re Burlington Coat

Factory Sec. Litig., 114 F.3d at 1423; Blumyv. Sen conduct or

Packaging Materials Co., Inc., Cv.A No. 97-7078, 1998 W. 254035,

at *4 (E.D. Pa. May 5, 1998). Plaintiffs allegations concerning
the sal es by Defendant Abranson are insufficient to establish
that such sal es were unusual or suspicious. Consequently,

Plaintiffs’ allegations concerning Defendant Abranson’s notive

¥plaintiffs have an additional stumbling block in alleging
noti ve based on Defendant Abranson’ s sal es of Aetna stock. The
case | aw makes clear that to establish notive based on stock
sal es, such sales nmust be made by “insiders.” During the entire
cl ass period, Defendant Abranson was an outside director. As
such, the sale of Aetna stock by one of Aetna’'s outside directors
does not give rise to a strong inference of an intent to defraud.
Acito v. IMCERA G- oup, Inc., 47 F.3d at 54. The Court is aware
of Plaintiffs’ argunent that although he was an outside director,
Def endant Abranmson was the functional equival ent of a corporate
insider. (Pls.” Opp. at 61 n.23.) However, as expl ai ned above,
Plaintiffs have failed to allege facts to support the concl usion
t hat Def endant Abranmson was an insider.
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are insufficient.

(ii) Opportunity

Plaintiffs allege that Defendants, including Defendant
Abramnmson, materially msled the investing public, thereby
inflating the price of Aetna common stock. (Am Conpl. at
100.) The neans to perpetrate the fraud included
m srepresentations in Aetna’'s press releases and in financial
statenents. In order to satisfy the opportunity prong of the
nmotive and opportunity test, Plaintiffs nust allege that
Def endant Abranson had the opportunity to carry out the neans.

Shields v. Citytrust Bancorp., Inc., 25 F.3d at 1130.

Plaintiffs have failed to do so. Absent fromthe Anended
Conpl aint are allegations that, despite his status as an outside
di rector, Defendant Abranmson had the neans to cause Def endant
Conpton to nake the statenents he nade, to cause Aetna to issue
the press releases and all eged overstated financial statenents
that it did, or to cause Peat Marw ck, Aetna’ s outside
accountant, to issue its opinions concerning the accuracy of the
financi al statenents.

Because Plaintiffs have failed to neet either the notive or
opportunity prongs of the notive and opportunity test, the Court
finds that Plaintiffs have failed to adequately pl ead Defendant

Abranmson’s scienter under this standard.
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4. Accounting Fraud

In addition to alleging a violation of Section 10(b) wth
respect to the m srepresentati ons and om ssions contained in
Aetna’'s press releases, Plaintiffs also allege that Defendants
viol ated Section 10(b) and Rule 10b-5 based on viol ati ons of
general ly accepted accounting practices (“GAAP"). Plaintiffs
all ege that Aetna’ s financial statenents for the first and second
quarters of 1997 were overstated and that Defendants
m srepresented that the quarterly financial statenents had been
prepared in accordance with GAAP. In particular, Plaintiffs
all ege that Aetna understated its Medical d ains Payabl e and set
i nadequate Medical C ainms Reserves. Defendants nove to dism ss
these all egations on the grounds that the GAAP all egations, as
well as the reserve allegations, fail to state a securities fraud
claim

The Court finds that Plaintiffs have stated a cl ai m based on
the alleged GAAP violations. |f the elenents of a securities

fraud claimare adequately pled, allegations that defendants

“As the Third Gircuit has explained, “GAAP is not a set of
rigid rules ensuring identical treatnment of identical
transactions, but rather characterizes the range of reasonable
alternatives that managenent can use. GAAP [is] an anmal gam of
statenents issued by the [Anerican Institute of Certified Public
Accountants] through the successive groups it has established to

pronul gate accounting principles. . . . GAAP include[s] broad
statenments of accounting principles anounting to aspirational
norns as well as nore specific guidelines and illustrations.” |n

re Burlington Coat Factory Sec. Litig., 114 F. 3d at 1421 n. 10
(citations and quotation omtted).
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reported false profits in violation of GAAP can state a claim

under Rul e 10b-5. In Re Westinghouse Sec. Litig., 90 F.3d at

708-10. As the Third Crcuit has expl ained, “where plaintiffs
all ege that defendants distorted certain data disclosed to the
public by using unreasonabl e accounting practices, we have
required plaintiffs to state what the unreasonabl e practices were

and how they distorted the disclosed data.” [In re Burlington

Coat Factory Sec. Litig., 114 F.3d at 1417-18. In their Anmended

Conplaint, Plaintiffs have stated what the alleged unreasonabl e
accounting practices were and how Defendants all egedly distorted
their earnings by reporting reduced Medical C ains Reserves,
which allowed Aetna to report |ower Medical O ains expenses. As
such, they have stated a claimfor securities fraud based on
al | eged vi ol ati ons of GAAP agai nst Defendants Aetna, Conpton, and
Huber . *°

Def endants al so contend that the allegati ons concerning the
setting of inadequate reserves are insufficient because
Plaintiffs fail to allege facts indicating that Aetna knew that
the reserves were inadequate at the tine they were set. It is
not a violation of the securities laws sinply to fail to provide

adequate | oan | oss reserves. Shapiro v. UIB Financial Corp., 964

“Plaintiffs allegations agai nst Defendant Abramson with
respect to the all eged accounting fraud are inadequate for the
sanme reasons that the allegations against himwth respect to the
statenents in the press rel eases were inadequate.
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F.2d at 283. Here, however, Plaintiffs have not nerely all eged
that the reserves were inadequate. Rather, Plaintiffs have

al l eged that Aetna understated its Medical Cains Payable and did
not provi de adequate Medical Cains Reserves in order to bolster
t he earni ngs per share of Aetna stock. (Am Conpl. at 1Y 102-
115.) Plaintiffs’ Amended Conplaint sets forth specific facts
concerni ng the understatenent of Aetna s Medical C ains Payable
and the inadequacy of its Medical C ains Reserves, which were

ei ther known or recklessly disregarded by Defendants at the tine
that Defendants issued Aetna’s earnings reports and financi al
statenents for the first and second quarters of 1997. The Court
finds that Plaintiffs’ allegations in this regard are adequate to
state a cl aimagai nst Defendants Aetna, Conpton, and Huber. See

In re Wells Fargo Sec. Litig., 12 F.3d 922, 926-28 (9th Cir.

1993) .

5. Anal ysts’ Statenents

Def endants argue that Plaintiffs have failed to pl ead
sufficient facts attributing analysts’ statenents about Aetna to
Defendants. Plaintiffs, however, “do not allege that liability
arises fromthe analysts’ statenents because defendants endorsed
or adopted themprior to publication.” (Pls.” Cpp. at 64.)

Rat her, Plaintiffs included these statenents nerely for

illustrative purposes. (ld.) Therefore, this aspect of
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Def endants’ Mdtion i s noot.

C. Section 20(a)

Section 20(a) of the Exchange Act inposes joint and several
liability on any person who controls a person |iable under any
provi sion of the Exchange Act. 15 U S.C. 8§ 78t(a). Plaintiffs
al | ege that Defendants Conpton, Huber and Abranson “acted as
controlling persons of Aetna” under Section 20(a). (Am Conpl.
at § 132.) Section 20(a) requires proof that “one person
control | ed anot her person, but also that the ‘controll ed person

is liable under the Act.” Shapiro v. UJB Financial Corp., 964

F.2d at 279. Defendants have noved for dism ssal of this claim
on the grounds that there cannot be liability under Section 20(a)
agai nst Def endants Conpton, Huber, and Abranson where Plaintiffs
have failed to state a clai munder Section 10(b) agai nst Aetna,
the “control |l ed person.”

Def endants’ argunent is based on their assunption that the
Court would dismss Plaintiffs’ Section 10(b) clai magai nst
Aetna. The Court has declined to do so. Mreover, with respect
to Def endants Conpton and Huber, the Court finds that Plaintiffs
have adequately pled that these Defendants influenced and
controll ed the decision making of Aetna. Therefore, Plaintiffs
have stated a cl ai magai nst Defendants Conpton and Huber under

Section 20(a).
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The Court reaches a different result with respect to
Def endant Abranmson. Because Plaintiffs have failed to adequately
al | ege that Defendant Abranson controlled Aetna, within the
meani ng of Section 20(a), the Court will dismss Plaintiffs’

Section 20(a) claimagainst Defendant Abranson.

D. Secti on 20A(a)

Plaintiffs bring clai ns agai nst Defendants Abranson and
Conpton for insider trading, pursuant to Section 20A(a) of the
Exchange Act. 15 U.S.C. 8§ 78t-1(a). “A Section 20A claimis

dependent upon a violation of the ‘34 act.” Rosenbaum & Co. V.

HJ. Mers, Inc. Co., Cv.A No. 97-824, 1997 W. 689288, at *2

(E.D. Pa. Cct. 9, 1997). In the absence of an independent
viol ation of the Exchange Act, a defendant cannot be |iable under

Section 20A. Jackson Nat’l Life Ins. Co. v. Merrill Lynch & Co.,

32 F.3d 697, 703 (2d Gr. 1994). Because Plaintiffs’ 10b-5 claim
agai nst Def endant Abranson fails, their Section 20A cl ai m agai nst
himfails as well. The Court will dismss Plaintiffs’ Third

Cl ai m agai nst Def endant Abranson. Plaintiffs, however, have
stated a Section 20A cl ai m agai nst Def endant Conpt on.
Consequently, the Court wll not dismss Plaintiffs’ Fourth C aim

agai nst Def endant Conpt on.

V. CONCLUSI ON
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In summary, the Court finds that Plaintiffs’ information and
belief allegations are inadequately pled and that the Section
10(b) cl ai m agai nst Defendants Aetna, Conpton, and Huber cannot
be based on the July 25, 1997 press release. In addition, the
Court finds that Plaintiffs have failed to state cl ai ns agai nst
Def endant Abranmson under Sections 10(b), 20(a), and 20A(a).
Therefore, the Court will dismss Plaintiffs’ Anmended Conpl aint.
The Court wll grant Plaintiffs’ request to repl ead.

An appropriate Order follows.
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IN THE UNI TED STATES DI STRI CT COURT

FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

| N RE AETNA | NC. : ClVIL ACTI ON
SECURI TI ES LI Tl GATI ON : MDL NO. 1219
(Al'l Cases)

ORDER (No. 7)

AND NOW this 2nd day of February, 1999, upon consideration
of the Motion to Dismss filed by Defendants Aetna, Conpton, and
Huber (Doc. No. 14), the Mdtion to Dismss filed by Defendant
Abranmson (Doc. No. 15), the Opposition filed by Plaintiffs (Doc.
No. 16), the Replies filed by Defendants (Doc. Nos. 18 and 19),
and the legislative history filed jointly by the parties (Doc.
No. 21), IT IS HEREBY ORDERED t hat

1. The Motion to Dismss filed by Defendants Aetna,
Conpton, and Huber is GRANTED IN PART AND DENI ED I N
PART;

2. The Motion to Dismss filed by Defendant Abranson is
GRANTED,

3. Plaintiffs’ request for |eave to replead is GRANTED
Plaintiffs may file an anended conplaint within twenty
(20) days of the date of this order.

BY THE COURT:
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John R Padova, J.



