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[ Introduction >

This column argues that, under certain circumstances in securities
fraud cases, a statement’s well-pleaded falsity gives rise to a strong
inference that the speaker acted with scienter. Imagine that a plaintiff
pleaded with particularity that this column’s author had stated, “My
middle name is ‘Miller,’” and that this statement was false because
the author’s middle name is “Gerwick.” This column contends that
these allegations would give rise to a strong inference that this author
spoke at least recklessly when misstating her middle name.

In particular, this column argues that the well-pleaded falsity of a
statement is sufficient to create a strong inference of scienter when (1)
the truth is necessarily within the speaker’s core knowledge; and (2)
the statement is sufficiently false to have necessarily caught the
speaker’s attention. Applied to the above example, the author’s middle
lame was necessarily within the author’s core knowledge (as opposed,
perhaps, to the author’s blood type), and the falsity was extreme
enough to have necessarily caught the author’s attention (as opposed,
Perhaps, to misstating her middle name as “Gerwig”).

CuzTi}tl? falsity-scienter inference potentially applies in a variety Qf se-
i 1es fraud contexts, including falsified CEO résumés, o_bJ.ectlvely
alsi‘iasor}able analyst opinions, and cooked books. In addition, the
tiOHSY'sf?lenter ’}nference sheds light on the controversial “core opera-
edge lonf etli:!nce, which assumes that senior mana_ge{ment have l;nowl-
under]y; € company’s core operations,z. explaining the rationale
of th ying the inference and providing guidance on the proper scope
€ Inference,
the “lsstrcolumn Proceeds in four additional parts. Part I summarizes
raud Caosng Inference of scienter” pleading _requlre_zment in securi;:l?fC
applie: St-hPart I.H proposes the falsity-scienter inference test. Pa
tion with e falsity-scienter inference test and a}nalyzes its intersec-
the core operations inference. Part V briefly concludes.

II‘
n?i Strong Inference of Scienter
®r current precedent, the element of scienter in securities fraud
e
“ollege oi‘nfg Gerwick Couture is an Associate Professor at the University of Idaho
USinegg op 1 "Where she teaches securities regulation, white collar crime, and other
and commercial law courses.
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Rights, Ltd., the strong inference” inquiry ig “inhereny
Comparative 6 A court

ourt rulings on motions to dismiss pnvaz
rt analyzed the adequacy 3
: ations in 26 of these rulings, at least partlal(l)i-’dgsr?ile
g a motion ¢, ISmiss op this basis in 20 cases. In other words,
eourt analyzeq tp
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rulings. and the court

. 1 uafe
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a8 an examp|e the following statement by a J.ﬁn‘l‘;osaw
Museym 'housmg Justice Scalia’s infamous jade f.alclo n"t;y that this
con.” If 4 plaintiff pleaded with particulari falsity
stateme_nt was falge becauge the Janitor witnessed nothing, zhéle very
Would give pig, to a strong inference that the janitor was, a'tor knew

N 88 In mak; g the Statement. Certainly, the -’ammf;ement
Whether heo °r 8he witneggeq ~omething, and an erroneous s
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al of the falsity-scienter inference in
examples like this one, some courts reject the falsity-scienter infer-
ence out of hand at the motion to dismiss stage, labeling it insufficient
cqust have known” pleading.” Of course, these courts are correct that
trong inference of scienter.

falsity does not always give rise to a s
Therefore, the key is to identify the circumstances in which the falsity-

scienter inference is appropriate.
This column proposes that the falsity-scienter inference is appropri-

ate when the following two elements are satisfied: (1) the truth is nec-

essarily within the speaker’s core knowledge; and (2) the statement is
e speaker’s attention.

sufficiently false to have necessarily caught th
(a) The Truth Is Necessarily Within The Speaker’s Core

Knowledge

The first prong of the proposed test recognizes that the truth or
falsity of some statements is, by necessity, within the speaker’s core
kqowledge and that, therefore, falsity supports an inference of
scienter. The Supreme Court acknowledged the logic underlying the
first prong of the falsity-scienter inference test in Merck & Co., Inc. v.
Reynolds: “We recognize that certain statements are such that, to
show them false is normally to show scienter as well. It is unlikely,
for_ example, that someone would falsely say  am not married’ without
being aware of the fact that his statement is false.”™ In other words,
because the truth of the speaker’s marital status is necessarily within
ﬂ,‘e Spe_aker’s core knowledge, a false statement of one’s marital status
gives rise to a strong inference of, at the very least, recklessness.

(b) The Statement Is Sufficiently False to Have Necessarily
Caught The Speaker’s Attention

m’ft}}lle.Second prong of the proposed test recognizes that, even if the
could 18 necessarily within a speaker’s core knowledge, the speaker
falsit negligently fail to catch a trivial error. Therefore, unles§ the
tentl'y 18 extreme enough to have necessarily caught the speaker s Tz;It-
Fo 10n, falsity does not give rise to a strong inference of scienter. 1he
urth Circuit recognized the logic underlying the second prong of the

alsity_cp C .
lSl;y scienter inference test in the following examp e:
ut the size of BearingPoint’s revenue stream does bear on whether
that BearingPoint officers

the misstatements of net income were of a size
ﬁlﬁlslt have known about them. In other words, an individual is more
coe y to realize that she is missing $10 if she has $50 in her bank ac-

unt than if she has $50,000 in her bank account.” '

the Sl.s prong is similar to the materiality inquiry because it anallyzes
iR ignificance of the misrepresentation, ut the foci of the analyses
differ. The falsity-scienter inference test analyzes whether the fa1s1ty
attention, while the

8 sioni
Significant enough to have caught the speaker’s
o Fall 2012 305
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Iv. Application of the Falsity-
The aforemer_ltioned Jade falcon

the janitor stated, “I saw B steal the jgde.fal,con”—
satisfies hoth Prongs. First, it wag necessarily within the Janitor’s core
owledge whether i

Scienter Inference Test

€ jade faleop example cg

n be altered slightly to exemplify why |
the f_'alsity-scien

€T inference fajlg if either element of the proslzgstsg
First, Imagine that ap unconnected third party £

baldly: «g stole the jade falcon.” Here, unlike the abovijathan

ity—whether because someone other

he
the speaker’s core knpwledge bencatgsie T
ness the event. Therefore, there is no reaso

igently,
that th? Speaker acteq other than innocently, or at most negligen
N making thig fal

Ve
- S€ statement, Fy instance, the speaker c01'11;1(()1rm
€N passing along facially accurate information from the Jamllo;ﬂing

OW imagine that the Janitor signed under oath the fged with
Statement. «f Saw B stea] the Jade falcon 1ast Friday.” As plea n last
partlcularity, the Janitor actually Witnessed B steal the fa]czecoﬂ
Th Y. This time the falsity—inference test fails because th%ecause
element jq N0t met, Thg first element of the test is satisfied _was
the tl‘utl’.l~that this Occurreqd op Thursday rather than F I,'ldays
Decessarily Within the Janitorg core knowledge 88 an eyewlimess. of
:ecoqd element is not m

! . ing the
it 0D exampleg demonstrate the logic underlying * ;

4 falsity-inferengy test, but thejy triviality should not detr
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from the relevance of the falsity-inference test in real-life securities

fraud cases.

(a) Securities Analyst Opinions

One real-life example arises in the context of securities analyst
opinions. The well-pleaded objective unreasonableness of a securities
gnalyst’s opinion (and, thus, its falsity) could, if extreme enough, give
rise to a strong inference that the analyst was at least reckless in
expressing his or her opinion. The First Circuit recognized this
potentiality in In re Credit Suisse First Boston Corp.:

[t is unlikely that a trained analyst would actually believe in the
truth of a recommendation that, from an objective standpoint, was totally
unfounded. One can imagine cases in which the facts so strongly suggest
that an opinion was objectively false when made that an inference of
subjective falsity may be drawn.”

This factual scenario would satisfy b
scienter inference test. First, whether an opini
ufounded would necessarily be within a traine
knowledge. Second, a totally unfounded opinion wou
enough to, by necessity, catch the analyst’s attention.

(b) Cooked Books

Ano”ther real-life example arises in the context of so-called “cooked
b001(_3 cases. As several courts have recognized, if—as pleaded with
particularity—the company’s financial statements amounted to a
night-and-day difference” from the company’s true financial position,
the discrepancy would give rise to a strong inference that the individu-
als preparing the statements acted with scienter.”” One court,
fsg(}gmzmg that significant GAAP violations could provide “powerful
thelreCt evu}gnce .of scienter,” explained: “After all, books. do.not cook
testm'sl‘%ves' This factual scenario would satisfy the falsn;y-m_ference
el H08e Prep_aring the financial statements would necessarily pos-
ﬁnan“'nthm thel.r core knowledge a general sense of the company s
feren(t:lgl well-being. If the financial statements presented a vastly dif-
saril nancial picture, this error would be extreme enough to neces-

y catch the attention of those preparing the statements.

(¢) The Core Operations Inference

“c:;lnally, the falsity-scienter inference applies to the contro_versial
.0re operations inference,” explaining the rationale underlying the

Inf =5
erence and providing guidance on its proper SCOpe-

Th(l) Elements of the Core Operations Inference

Virtue core operations inference assumes that “senior management, by

matee' of their positions, were or should have been aware of facts ;0

to lnal to the company’s core operations,” thereby enabling plainti ;
Plead scienter without particularized allegations about menta

oth prongs of the falsity-
on is completely
d analyst’s core
1d be glaring
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state.* In other words, pursuant to the core Operationg infereng,
legations about 5 Statement’s falsity may pe Sufficient t0 allg,

strong inference of management’s scienter “Where the
relevant fact is of such i

Signal Technology, Inc., the
with particularity that. Applied Signals

k subject to “stop-work orders,” Ty,
» plead any Particular factg showing th

1ave known ahoyt stop-work orders that allegedly halted tens of mil
lions of dollars of the Company’s work, 7?8

As another example, in Mqkor Issues & Rights, Ltd. v. Tellabs, I’t’ﬁ" |
Supreme Court to the Seventh Circuit, the |

the 6500 were Tellab’s most important prOducrIt‘iét'n;
€Y were to Te]l, S as Windows Xp and Vista are to hicroetil lved in
T Company’s genjor management who was mvohv 5500
authorizing oy making public Statements about the demand for the

the t

el
e core Operationg inference jg not widely accepted.” M(ﬁe::if‘g
application of the inference Téquires a resolution of the fo Oinfer'
18sues: (1) T, whic members of “senjor management” does thiﬁgger
énce apply? (g ich operationg qualify as “core” so as to as o
the 1nferen_ce?"2 is column’g Proposed falsity-scienter 1'nfe1:encegui ]
the Viability of the core Operations inference and provides

ance op jtg appropriate contours,
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e falsity-scienter inference to the specific factual sce-
g a corporate officer and a false statement about the
company’s operations. When a mémber of the senior management
speaks about the company’s core operations, the first element of the
falsity-scienter inference test is met because the truth of the state-
ment about the company’s core operations is necessarily within the
senior officer’s core knowledge. When the statement about core opera-
tions is so false as to necessarily catch the officer’s attention, the
second element of the falsity-scienter inference test is met.

This column, by arguing for the recognition of the falsity-scienter
inference, agrees with the eminent scholars who have urged the adop-
tion of the narrower core operations inference. Michael J. Kaufman
and John M. Wunderlich convincingly argue that the core operations
inference “represents the quotidian notion that it is likely that senior
management charged with knowing facts material to the company’s
core operations do in fact know these facts, and that they would not
make misleading statements about them if cognizant that doing so
would cause investors harm.”® Ann Morales Olazabal similarly
exPlailins that “while no officer is expected to, nor can she, know every
detail about a large publicly traded corporation, it is the epitome of
recklessness for a highly paid corporate head to speak to the market
about important corporate matters without knowing the truth.”

In addition, the falsity-scienter inference test proposed in this col-
umn sheds lights on the proper scope of the core operations inference.
First, the falsity-scienter inference test demonstrates that the “senior
glealgagement” and “core operations” inquiries should be iterative,

ntering on whether the truth about the subject operations wou
necessarily have been known to the identified officer. Under the first
‘p;r}(lmtgh()f the falsity-scienter inference test, the crux of _the a_nal.ySIS is
SpeZk er the truth of the statement was necessarily within the
o :::s knowledge. Therefore, to the e)gtent that the subject oper?:
Tt v: S}(; essential that the entire top tier of management nepessg 1
igns the truth, the inference should apply to that entire 1':1er. iy
essari] ell‘mand, if the subject operations are specialized and t }IS nnce
Shouldy own only to a subset of senior mapagement, the in qrie e
with Papply only to that subset. This iterative process is consis R

rofessor Kaufman’s and Mr. Wunderlich’s observation tha
ng the core

€0 s
urts appear to use a “sliding-scale approach [when applyl
fact is to the company,

cerning genior-level

plication of th
pario involvin

Operatiam . <
p:’i:glons inference], the more material the
Wokie the need for particularized allegations cO%
g agement’s actual knowledge, and vice versa. B
conﬁxclond’ the falsity-scienter inference test shows thgt co_urfps an
directfntators are mistaken when tying the core operations 11 erence
¥ to the element of materiality.* The core operations inference
©2012 Thomson Reuters e Securities Regulation Law Journal e Fal 2012 309
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analysis should center on the Speaker’s state of mi
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the speaker’s like]
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: g on whether the subject operations would nzc?flsfer.
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€gree of the sta
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V. Conclusion
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(Qperations in Securities Fraud Litigation, 73 Ohio St. L.J. 507, 524 (2011-12).
SMatrizx Initiatives, Inc. v. Siracusano, 131 S. Ct. 1309, 1323, 179 L. Ed. 2d 398,
(“We have not decided whether recklessness suffices to

32 ALR. Fed. 2d 737 (2011)
flfill the scienter requirement,_"); Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551
US. 308, 319 n.3, 127 S. Ct. 2499, 168 L. Ed. 2d 179 (2007) (“Every Court of Appeals

that has considered the issue has held that a plaintiff may meet the scienter require-
ment by showing that the defendant acted intentionally or recklessly.”). If the alleged
misrepresentation qualifies as «forward-looking,” the applicable scienter standard
rises to “actual knowledge.” 15 U.S.C.A. § 78u-5(c)(1)(B).

4Sundstrand Corp. v. Sun Chemical Corp., 553 F.2
(quotation removed).

515 U.S.C.A. § 78u-4(b)(2).

8Tellabs, Inc., 551 U.S. at 323.

’Id. at 314.

¥d.

°Id. at 326.

15 U.S.C.A. § 78u-4(b)(1) (“[Tlhe complaint shall specify . . . the reason or

reasons why the statement is misleading.”); Fed. R. Civ. P. 9(b) (“[A] party must state

with particularity the circumstances constituting frand ok

"In re Read-Rite Corp., 335 F.3d 843, 846 (9th Cir. 2003) (“[F)alsity an
are generally inferred from the same set of facts.”).
“terms and connectors”

"On June 20, 2012, the author conducted the following :

dstiaarqh . the Westlaw federal district court database: sgecurities fraud” & “motion to

smiss” & DA(last 90 days) % TI (“U.S.” “«United States” “s.e.c.”)- Of the 100 sez‘arlch

Eﬂti’lgie were district court rulings on motions to dismiss private federal securities
ms.

1
Sundstrand Corp., 553 F.2d at 1045.

1 .
‘J}lsnce Scalia memorably criticized the Tellabs “at least as compelling” stan-
only X lthdthe following example: “If a jade falcon were stolen from a room to \yhlc
R fl!: B had access, could it possibly be said there was & ‘strong inference ft}};af
Tellabs 5e thief? I think not, and I therefore think that the Court's test must fat.
, 551 U.S. at 329 (Scalia, J., concurring in the judgment).
Inc., 537

“Indiana El 5
. ec. Workers’ Pension Trust Fund IBEW v. Shat Group, Inc.,
deig,,g”’ 535 (5th Cir. 2008) (rejecting the plaintiffs’ assertions that “thg mdlv'lc.lual
in the 2?8 must have known of the irregularities because of their executive posmsogs
Ny, poompany”); Podany v. Robertson Stephens, Inc 518 F. Supp. 2d 146, 156 (S.
; 0 4) ( Whlle a jury may consider evidence that an opinion Was not sou”t; IZ
reAdvarrlztis sessing scienter, such evidence is not sufficient to allege scien r3.d .1:‘3.6 ,( 5
ir. 1999) C(.)r p-.Securities Litigation, 180 F.3d 525, 539, 44 Fed. R. Serv. e
Sition vwi (rejecting “allegations that a securities-fraud defendant, because of DiS p())
Wwithin the company, ‘must have known’ & statement was false or misleading”)-
7, 176 L. Ed. 2d 582

16
Merck & C
(2010 o., Inc. v. Reynolds, 130 S. Ct. 1784, 1796-97, i
). In Merck, the securities fraud defendants—in an mwmstxngo;o:}e‘er:\glt‘;ile 5

argued ! -
limimtiizi_a lower scienter burden in order to trigger the running
576 F.3d 172, 185

17
Matrix Capi RS,
(dth ¢4 apital Management Fund, LP v. BearingPoint, Inc.,
Cir. 2009); Tn re MicraStrategy, Inc. Securities Litigation; 115 F. Supp. 2d 620,
311

d 1033, 1045 (7th Cir. 1977)

d scienter

©
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636 (E.D. Vg, 2000) (“Indeed. ¢0mmon sense ang logic dictate that the ;

magnitude of g restatement or violatjon of GAAP, the more likely jt jg that such
Statement or violation was made consciously or recklessly.”). :

"Basic Ine. v. Levinson, 485 U.S. 224, 231 108 S.
Fed. R. Eviq. Serv. 961, 10 Fed. R. Sery. 3d 308 (1988).

Ct. 978, 99 L. B g4 1,
“Eg., Gebhardt . ConAgra Foods, Inc., 335

t.”); see also In re Oxford Health Plans, Ine. Securities Litigat{o{g 5:1 E
Supp. 2d 290, 294 (g . N.Y. 1999) (“[Pllaintifs alleged ‘in your face facts, the =
out, ‘how coylq [defendants] not have known that the financial statements w
false.”),

7
BIn re McKesson HBOC, Ine. Securities Litigation, 126 F. Supp. 2d 1248, 127
(N.D. Cal. 2000).

*Kaufman & Wunde

rlich, Supra note 1, at 524,
®South Ferry Lp,

No. 2 v. Killinger, 549 .34 776, 786 (9th Cir. e il
Berson y, Applied Signal Technology, Inc., 527 F.34d 982, 988 (9th Cir. 2008)).
®Berson Ap,

: i
Plied Signal Technology, Inc., 527 7 o 982, 984 (9th Cir. 2008
14 987,

®Id. at 988,

*Makor Issues & R

: ir, 2008).
ights, Ltd. ., Tellabs Inc., 513 F.34 702, 706 (7th Cir
S0ry at 709,

mine
420am v, Neidorfr, 544 o o21, 929 (8th Cir. 2008) (“We need not deter

g ). Abrams U.
OPerations approge llized to plead scienter.”); T ¢
Baker Hughes Inc., 292 F 34 412)2, 432}3 ggn F;"ﬁ. lgl szee:; 3dp1 (5th Cir. 2002) ( ﬂf:xe
108s of scienter MY 1ot regt op {he inference that defendants must have be; lader
of the mlssta_tement based op their Positions within the company.”); City ‘%‘]he mere
at the 1o g 07 PaNiEs, Inc.. 54y pa: 1245, 1264 (10th Cir. 2001) ( any, &4
fact that the individyg] Defendants occupied senior positions in the com?ﬁcient to
“hat two of ¢ €m knew of the litigation at least by early 1995, is not su Litig
imply knowledge of the specific fact of Mmateriality.”); In re: Advanta Co'pregardll e ess of
the dofi 1,052 (‘Generalizeq inutations of knowledge do ot sufce, Seurif®s
L'e‘ defendantg Positions within °Company.”); In re Wachovia s, eitg‘ﬂ' 1
: attzhon' 153 F. Supp, 94 326, 353 (SD. Ny 2011) (“In the absence of C‘,’jﬁaenwﬂ
e Court considers ‘cora OPerations’ allegationg to constitute supp
noj mdependently sufficient means to plegq scienter.”),
& Wlmderlich, Supra note 1, ¢ 517-24.

02012171()"‘“'%

BHd. at 524
312 2012
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#0lazbal, Defining Recklessness: A Doctrinal Approach to Deterrence of Second-
ary Market Securities Fraud, 2010 Wis. L. Rev. 1415, 1420 (2010).

%Kaufman & Wunderlich, supra note 1, at 527.

#]4. at 517 (explaining that many courts “view|] core operations as anything ma-
terial to investors”); id. at 536 ( “[Wle can infer scienter when senior management
nakes misleading statements about core operations-facts that are material to the
company and to its investors.”).

Wgee text, supra, at Part IILB.

%0Jazabal, supra note 33, at 1435 ( “Where a discrepancy is large, where a fraud
s endemic, where a misstated fact relates to one of the company’s biggest clients or
products—these are the types of facts an officer is either deemed to know or is reck-
less in not informing himself about before speaking unequivocally to the market.”);
id. at 1436 (“While atypical events can lead to cogent and compelling inferences that
officers are aware of them, the reverse is also true. Matters which can be categorized
as ‘run of the mill’ or ‘par for the course’ in a company or industry should not give rise
o an inference of recklessness for failure to be aware of them.”).
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