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W ITH THE PASSAGE 
of the Private Securities 
Litigation Reform Act 
(PSLRA) in  1995 , 

Congress amended the Securities 
Exchange Act of  1934 to add 
§21D(b)(3)(B), which imposed “a 
mandatory stay of discovery so that 
district courts could first determine 
the legal sufficiency of the claims in 
all securities class actions.”1 Section 
21D(b)(3)(B) provides that “[i]n any 
private action arising under this chapter, 
all discovery and other proceedings shall 
be stayed during the pendency of any 
motion to dismiss.…”2 

The legislative history of the PSLRA 
indicates that Congress enacted the 
mandatory stay provision to prevent 
plaintiffs from filing securities fraud 
lawsuits “as a vehicle ‘in order to 
conduct discovery in the hopes of finding 
a sustainable claim not alleged in the 
complaint.’”3 Congress also recognized 
that “the cost of discovery often forces 
innocent parties to settle frivolous securities class 
actions.”4 Thus, under the PSLRA “discovery is 
authorized solely for parties to develop the facts in 
a lawsuit in which a plaintiff has stated a legally 
cognizable claim, not in order to permit a plaintiff 
to find out whether he has such a claim.…”5 

Congress provided courts with the discretion to 
lift or modify the PSLRA stay where it “finds upon 
the motion of any party that particularized discovery 
is necessary to preserve evidence or to prevent undue 
prejudice to that party.”6 Neither the statute nor 
the legislative history provides guidance as to what 
may constitute “undue prejudice.” 

The Second Circuit has not yet addressed this 
question, but district courts in the Southern District 
of New York and elsewhere have construed the 
standard to require that plaintiffs seeking relief 
from the stay show “exceptional circumstances” 
involving “improper or unfair treatment amounting 
to something less than irreparable harm.”7 

Defining ‘Undue Prejudice’ 
The most frequently asserted basis for a claim 

of “undue prejudice” to plaintiffs is the existence 
of criminal or regulatory investigations that have 
required the class action defendants to produce 
documents (and sometimes testimony) to the 
government or self-regulatory organizations. 

Concurrent government investigations are hardly 
an “exceptional circumstance,” and requests for 
access to documents previously produced to the 
government are at least facially inconsistent with 
Congress’ determination that: 

courts [should] assess the legal 
sufficiency of plaintiffs’ securities fraud 
allegations according to what plaintiffs 
know at the time the complaint is filed, 
rather than what they wish to learn 
through discovery.… 
In re Livent, Inc. Noteholders, 151 
F.Supp.2d 371, 423 (S.D.N.Y. 2001). 

Nevertheless, federal courts in several 
jurisdictions, including the Southern 
District of New York, have modified the 
PSLRA stay to permit plaintiffs to obtain 
such materials prior to a ruling on the 
legal sufficiency of their complaints. 

The first such ruling to gain attention 
was In re Enron Corporation Securities, 
Derivative & ERISA Litig., 2002 U.S. Dist. 
LEXIS 26261 (S.D. Texas Aug. 16, 2002). 
However, the order modifying the stay 
to permit lead plaintiffs in the Enron 
securities litigation access to documents 
produced to the Department of Justice 
(DoJ) and the Securities and Exchange 
Commission, as well as interview and 
deposition transcripts, did not analyze 
whether plaintiffs had shown “undue 

prejudice” and instead simply accepted plaintiffs’ 
argument that the lifting of the stay to permit 
production of previously produced materials did 
not “pose a threat of abusive litigation” and that 
“Defendants therefore should not be allowed to hide 
behind the statute.” Id. at 31. 

The Enron ruling was followed several months 
later by a similar ruling in In re WorldCom Sec. 
Litig., 234 F.Supp.2d 301 (S.D.N.Y. 2002), but Judge 
Denise Cote, unlike the Enron court, determined, 
based on what she called “unique circumstances,” 
that the WorldCom securities plaintiff had made the 
requisite showing of “undue prejudice.” Id. at 304-306. 
These “unique circumstances” included: WorldCom’s 
bankruptcy; its production of documents not only 
to the DoJ and the SEC, but also to the creditors’ 
committee in the bankruptcy proceeding; its imminent 
production of such materials to ERISA plaintiffs; and 
the pendency of court-ordered settlement discussions 
which were to include both the ERISA plaintiffs and 
the securities plaintiff. Id. 
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Judge Cote found, on this record, that the securities 
plaintiff “would be prejudiced by its inability to make 
informed decisions about its litigation strategy in 
a rapidly shifting landscape” if it were to be the 
“only major interested party in the criminal and 
civil proceedings” without access to materials “that 
currently form the core of these proceedings.” Id. at 
305. This was “especially troubling” to Judge Cote in 
light of the rapidly approaching date for the court-
ordered settlement discussions, leaving the securities 
plaintiff “fac[ing] the very real risk that it will be 
left to pursue its action against defendants who no 
longer have anything or at least as much to offer.” 
Id. at 305-06. 

Judge Cote was careful to emphasize that her 
decision to partially lift the PSLRA stay was 
based on the “collective weight” of the foregoing 
circumstances, rather than any single factor.  
Id. at 306.

Many Tried to Follow ‘WorldCom’ 
The WorldCom ruling generated a wave of 

plaintiffs’ motions to lift the PSLRA stay in cases 
in which there were concurrent government 
investigations, regardless of whether any of 
WorldCom ’s other “unique circumstances”  
were present. 

Some of these motions were successful. See, e.g., 
Seippel v. Sidley, Austin, Brown & Wood, LLP, et al,, 
2005 U.S. Dist. LEXIS 2388 (S.D.N.Y. Feb. 17, 
2005); In re LaBranche Sec. Litig., 333 F.Supp.2d 178 
(S.D.N.Y. 2004).8 While citing WorldCom’s reference 
to plaintiffs’ need to form a “litigation strategy in 
a rapidly shifting landscape,” these decisions did 
not examine whether the plaintiffs’ ability to 
formulate a litigation strategy was simply being 
delayed, or might be thwarted altogether by rapidly  
changing developments.9 

More recent rulings on motions to modify the 
PSLRA stay have emphasized that the mere “inability 
to gather evidence for settlement negotiations or 
to plan litigation strategy is not evidence of undue 
prejudice,” even where the government or other 
parties already have access to the materials sought, 
In re Refco Sec. Litig., 2006 U.S. Dist. LEXIS 55639 
at *6 (S.D.N.Y. August 2006) (citing In re Smith 
Barney, 2006 U.S. Dist. LEXIS 42646 at *2), because 
“delay is an inherent part of every stay of discovery 
required by the PSLRA.” Id.10 

Significantly, in In re Refco, the district court 
denied plaintiffs’ motion to lift the PSLRA stay even 
though Refco was in bankruptcy, documents had 
been produced to a bankruptcy examiner and the 
creditors’ committee, as well as to the government, 
and settlement discussions were ongoing. Finding 
that the settlement discussions—which, unlike those 
in WorldCom, were not court-ordered and did not 
involve other parties not bound by the PSLRA 
stay—did not create “undue prejudice,” the district 
court observed: 

[the] stay does not apply to government 
investigations, bankruptcy proceedings, internal 
investigations or non-PSLRA actions. The 
discrepancy between PSLRA actions and other 
actions is not evidence of undue prejudice, but 
rather is evidence of Congress’ judgment that 
PSLRA actions should be treated differently 
than other actions. 

In re Refco, 2006 U.S. Dist. LEXIS 55639  
at *6-7.11 

Ironically, however, the PSLRA stay did not 
protect Refco’s underwriter co-defendants from 
discovery in Refco’s bankruptcy proceeding. 

In Credit Suisse Sec. (USA) LLC v. Official Comm. 
of Unsecured Creditors, 2006 U.S. Dist. LEXIS 30662 
(S.D.N.Y. May 16, 2006), the underwriters asked 
the district court in which the securities litigation 
pending to withdraw its reference to the Bankruptcy 
Court, pursuant to 28 U.S.C. §157(d), of a motion 
by the creditors’ committee for discovery of the 
underwriters pursuant to F.R.Bankr. P. 2004.12 The 
underwriters argued that it would be inefficient 
(and thus contrary to the policies underlying the 
PSLRA stay) for them to be subject to discovery 
by the creditors’ committee while the PSLRA stay 
remained in place.13 

The district court rejected this argument, 
holding that while the PSLRA stay “prevents 
plaintiffs in securities class actions from imposing 
discovery burdens on defendants prior to a judicial 
determination that the plaintiffs’ claims have a basis 
in the law,” the PSLRA does not “build a wall around 
defendants’ documents and officials for all purposes 
in all other proceedings.”14 

A bankruptcy court may deny a motion seeking 
discovery pursuant to Rule 2004 where the party 
seeking the discovery wishes to use it in a pending 
securities action, in circumvention of the PSLRA 
stay.15 However, where there is a legitimate 
bankruptcy purpose for the Rule 2004 discovery, 
the bankruptcy court will likely allow it to go 
forward even if there is a potential for overlap 
between the bankruptcy issues and those relating 
to the non-bankruptcy litigation.16 

In such cases, however, the party from whom 
discovery is sought may ask the bankruptcy court 
to condition its grant of the Rule 2004 motion on 
the entry of a protective order prohibiting the use 
of the discovery materials outside the bankruptcy 
proceeding, or its disclosure to securities plaintiffs.17 
Defendants in this situation should expect, however, 
that if the securities class action is not dismissed, 
and the PSLRA stay expires, the securities plaintiffs 
will seek access to this material. 
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