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o 1

INTEREST OF AMICUS CURIAE

The Securities Industry Association brings together the shared interests of
more than 600 securities firms. SIA member-firms (including"investment banks,
broker-dealers, and mutual fund companies) are active in all U.S. and foreign
markets and in all phases of corporate and public finance. Collectively they
employ more than 495,006 individuals, rcpresenting é?% of total employment in
securities brokers and dealers. The U.S. securities industry ﬁaan.éges the accounts
of nearly 93 million investors directly and indirectly tﬁrough corporate, thrift, and
pension plans. In 2001, the industry generated $280 billion in U.S. revenue and
$383 billion in global revenue.

Accordingly, SIA has an interest, on behalf of its members, in ensuring
rationality and soundness in the substantive and procedural law applied in

securities litigation.

All parties have consented to the filing of this brief.




ARGUMENT

This Court has warned against pleading practices that would let any
company be sued anytime it suffers a stock drop.! The panel majority in this case
has gone one step further: It has erected a precedent under which companies will
face securities lawsuits even if there is no’stock drop. ’

This Court should rehear this case en banc to clarify the proper role of
market price movements in a “fraud-on-the-market” case. “The panel majority
opinion establishes an irrational one-way rule: Stock price movement establishes
that an alleged misstatement was material and relied upon—but nen-movement is
ineffective to show immateriality or non-reliance.

The panel majority’s reasoning contradicts the rationale for recognizing a
fraud-on-the-market theory at all. See Basic v. Levinson, 485 U.S. 224 (1988).

It’s also contrary to the holdings of other Circuits that the absence of any market
reaction to a disclosure is fatal to a plaintiff invoking “fraud-on-the-market” to
establish reliance and materiality. Oran v. Stafford, 226 F.3d 275 (CA3 2000);
Nathenson v. Zonagen, 267 F.3d 400 (CAS 2001); ABC Arbitrage v. Tchuruk, 291
F.3d 336 (CAS 2002).

The Fraud-On-The-Market Theory
Plaintiffs here pleaded reliance, an essential element of their Section 10(b)

claim, via the fraud-on-the-market presumption. That presumption is based on the
efficient market hypothesis: When a company’s securities are traded on an
efficient market, the market price of its securiti'es reflects known material
information about the company. The theory reasons that if there is a

misrepresentation or omission of material information, the stock price will be

E.g., Silicon Graphics Securities Litigation, 183 F.3d 970, 988 (CA9
1999); Lmtonv Pathogenesis, 284 F.3d 1027, [&8 (CA9 2002).
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artificially inflated. A shareholder purchasing at the market price, confident that it
fairly reflects the “true value” of the security, relies to his detriment. Without this
presumption, individualized issues of reliance would predominate over common
issues, precluding class certification. Basic, 485 U.S. 242.

The fraud-on-the-market theory was originally articulated in the context of
reliance. Courts have recognized, further, that lit"’also has implications for
materiality—another essential element of a Section 10(b) claim. Typically,
materiality is judged by whether the allegedly misrepresented or omitted facts
“would have been viewed by the reasonable investor as having significantly altered
the ‘total mix’ of information made available.” Basic, 485 U.S. 231-32. The
fraud-on-the-market theory substitutes the actual, observable workings of an
efficient securities market, for a dubious guess as to what a “reasonable investor”
might or might not find material, and might or might not rely upon. By definition,

a “material” fact is one that causes the stock price to move significantly.

In a fraud-on-the-market case the hypothetical “reasonable investor,”
by reference to whom materiality is gauged, must be “the market”
itself, because it is the market, nof any single mvestor, that determines
the price of a publicly traded security’

Shaw v. Digital Equipment, 82 F.3d 1194, 1218 (CA1 1996).
The fraud-on-the-market theory is often invoked by plaintiffs (especially in

class actions) as a substitute for having to prove reliance investor-by-investor.
Thus, for example, a significant stock drop immediately after a corrective
disclosure—revealing the incorrectness of a prior misleading statement or
omission—is a strong indication that “the market” (and thus most individual

investors in it} considered the information at issue to be material, and relied on the

prior misstatement,
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Two Circuits have correctly recognized that this principle works in both
directions. Just as the market’s price movement is indicative of materiality and

reliance, so does price nor-movement indicate immateriality and non-reliance.

In...an efficient market “information important to reasonable
Investors...s immediately incorporated into the stock price.” As a
result, when a stock is traded in an efficient market, the materiality of
disclosed information may be measured post hoc by looking to the
movement, in the period immediately following disclosure, of the
price of the firm’s stock. Because in an efficient market “the concept
of materiality translates into information that alters the price of tl'?e
firm’s stock,” if a company’s disclosure of information has no effect
on stock prices, “it follows that the information disclosed...was
immaterial as a matter of law.”

Oran, 226 F.3d 282, quoting Burlington Securities Litigation, 114 F.3d 1410, 1425
(CA3 1997); accord, Nathenson, 267 F.3d 415; ABC, 291 F.3d 361.

The Panel Majority’s Misapplication
The panel majority erred in allowing plaintiffs the benefits of the fraud-on-

the-market theory, but exempting them from its consequences. A securities
plaintiff isn’t obligated to use the fraud-on-the-market theory at all; he may elect
instead to prove reliance and materiality “the old-fashioned way”, by
individualized direct evidence.> Butifa plaintiff chooses to invoke the theory and
its presumption of reliance, he may not ignore the theory when it disproves his
case.

That’s what the panel majority allowed here. Plaintiffs made no effort to try
to plead any individual reliancé, instead alleging that America West stock was
traded in an efficient market and invoking the fraud-on-the-market presumption.
The majority nevertheless disregarded what Judge Tallman rightly called the

“market’s collective yawn” (Slip Op. 2118) in response to the alleged corrective

2 Of course, if that’s the available evidence, the plaintiff will litigate only
his own claim.
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disclosures—the June 23 Wall Street Journal article, and the J uly 14 announcement
of the FAA settlement and fine, By definition, “‘efficient markets are those in
which information important to reasonable investors...is immeaiately incorporated
into stock prices.’” Slip Op. 2120 (dissent), quoting Burlington, 114 F.3d 1425,
Thus, if (as everyone agrees) America West is traded on an efficient market, and if
(as plaintiffs allege) the June-July revelations uncévéred a material prior untruth,
then they would necessarily have resulted promptly in a stock drop. But they did
not. That necessarily means either (1) the market is inefficient; or (2) the market—
the embodiment of the “reasonable investor”—didn’t consider this information
material, and didn’t rely on the prior alleged misinformation; or (3) the market
already knew or guessed the alleged truth, again disproving reliance. Nobody
contends (1) is true here—and (2) and (3) are each fatal to plaintiffs’ case.

The panel majority argued that applying the fraud-on-the-market theory to a
market non-reaction is inconsistent with the fact-specific reasonable-investor test
of materiality. Slip Op. 2095-96. That proves too much: It would apply just as
strongly to plaintiffs as defendants. By the majority’s logic, plaintiffs shouldn't
have been allowed to invoke the fraud-on-the-market theory at all, and the
complaint should have been dismissed (and the class decertified) for insufficient
fact-specific allegations of materiality and reliance.

The point of the fraud-on-the-market theory is that, in an efficient market,
the market’s reaction is as good as—nay, better than—any attempt to reconstruct
what a “reasonable investor” would think, because the market is the “reasonable
investor”. Shaw, 82 F.3d 1218. The panel majority erroneously substituted their
own judgments of what was or wasn’t “material”, in lieu of the truer and more
objective judgment of the marketplace. The majority also allowed plaintiffs to

plead “reliance” on the integrity of a market price, when the actual market facts

prove that defendants’ alleged misdeeds have not harmed that integrity.




The “Distortion” Argument

The panel majority shrugged off the market’s actual non-response, asserting
cursorily that “[tJhe market is subject to distortions that prevent'the ideal of ‘a free
and open public market’ from occurring,” Slip Op. 2095. But as Judge Tallman
correctly observed, neither the majority opinion, nor (more importantly) plaintiffs’
complaint, gives any cogent hint what those distortions might possibly be, or how
they would work, or how long they would continue to operate. See Slip Op. 2123
n.l.

The majority’s blithe reference to “distortions™ cannot be squared with the
fundamental logic of the fraud-on-the-market theory, nor with plaintiffs® express
invocation of it. The fraud-on-the-market theory acknowledges that some markets
may suffer from the kind of “distortions” referred to here: They are what are
called inefficient markets. Invoking the theory, by contrast, necessarily and
critically assumes that the market in question is efficient—meaning precisely that
material information is “immediately incorporated into stock prices” (Burlington,
114 F.3d 1425). If there were sufficient “distortions” in this market to warrant the
majority’s disregard for actual market events, then by definition the market would
be too inefficient to permit plaintiffs’ own presumption of reliance. See Binder v.
Gillespie, 184 F.3d 1059, 1064-65 (CA9 1999).

The majority overread a footnote in Basic declining to specify how quickly
an efficient market reacts to newé. Slip Op. 2095-96 & n.12, citing 485 U.S. 248
n.28. The Supreme Court didn’t hold that efficient markets delay their reactions; it

pointedly declined to comment one way or the other. In any event, that uncertainty
cannot arguably justify the imputed “delay” in this case—a matter not of hours or

even days, but of over two months (June 23-September 3). No market can be

assumed to react that slowly, and still be deemed “efficient”. If the stock markets




were really that slow in digesting news, it would be vastly easier than it is for any
astute newspaper reader to make a killing on Wall Street. )

The fraud-on-the-market presumption is only a presump.tion, rebuttable by
an adequately alleged contrary explanation. See Basic, 485 U.S. 245-48.
Conceivably there might be some particular “distortion” at work in an otherwise
efficient market, based on unusual facts. But under the particularity requirements
of the PSLRA, a plaintiff who wants to allege an efficient market—but
nevertheless wants to invoke some idiosyncratic “distortion” to explain away the
absence of market reaction—must at least allege what the distortion was as a
factual matter. If he can allege a logical reason for the market’s non-reaction, with
the specificity required by the PSLRA—and without fatally undermining his own
“fraud-on-the-market” reliance allegations—he may survive a motion to dismiss.

But those are precisely the allegations that these plaintiffs haven’t made. If
conclusory speculation about market “distortions” were sufficient to excuse
particularized pleading of facts explaining a lack of market reaction, then every
alleged misstatement would be automatically material for pleading purposes just
on plaintiffs’ say-so.

The September Stock Drop

The panel majority did suggest a possible “distortion”, namely America
West’s July 14 assurances that the FAA settlement would have no noticeable
adverse effects. Slip Op. 2097. In the first place, that cannot explain the market’s
non-reaction to the June 23 Journal article. Moreover, this analysis ignores the
PSLRA’s heightened pleading requirements.

Plaintiffs and the majority merely posit—they don’t allege, explain, or
elaborate on—a supposed causal link between the September expenditures versus

the July assurances. The July 14 statement didn’t say no additional maintenance




expense would be required at all; it simply predicted that compliance with the FAA
settlement wouldn’t have noticeable adverse effects. The majority assumed that
that statement was proven false by the actual maintenance expé’nditures announced
in September. But there was no sufficient allegation that the September
expenditures were actually connected in any causal (or other) way to the J uly FAA
settlement-—and hence no sufficient allegation thai, it was the settlement that
caused the adverse third-quarter results. On the contrary, as Judge Tallman
pointed out, the settlement required no additional expenditures. Slip Op. 2124.
The PSLRA required plaintiffs to allege with specificity the details of how the J uly
14 assurances were false, and known to be falsé at the time; and how the supposed
falsity actually resulted in the September stock drop. Cf. Oran, 226 F.3d 283.

None of that is alleged in this complaint.

CONCLUSION

As the dissent correctly concluded:

. While we are required to draw all inferences in favor of
laintiffs for purposes of a motion to dismiss, under the [PSLRA] the
urden remains on the plaintiffs to plead with specificity the facts

showing a materially misleading statement. .. The plaintiffs here have
not alleged with specificity facts that would support the inferences the
plaintiffs ask us to draw.

Slip Op. 2124. The Court should rehear this case to clarify both the application of
the fraud-on-the-market theory, and the specificity requirements of the PSLRA.

March 13, 2003 LATHAM & WATKINS LLP

Charles Stephen Treat

COUNSEL FOR AMICUS CURIAE
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