Securities Class Actions Show No Signs of Slowing In 2024
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Plaintiffs asserted securities class actions at elevated levels in 2023
— a sign that filings will remain high in the year ahead. Based on
data from Cornerstone Research through Sept. 30, 2023, plaintiffs
were on pace to file approximately 216 federal and state securities
class actions last year — a slight increase over the 208 suits brought
in 2022 and roughly on par with the 218 suits brought in 2021.

While filing levels remained consistent from 2021 to 2023, their
composition changed. Through Sept. 30, 2023, for instance, special-
purpose acquisition company-related suits had fallen 37% as
compared to the same period in 2022. This decline may be
attributable to a significant decrease in SPAC initial public offerings
and de-SPAC transactions since their peak in 2021.
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Plaintiffs instead are targeting companies that allegedly have failed to
anticipate supply chain disruptions, persistent inflation, rising interest
rates and other macroeconomic headwinds.

For instance, in 2023, plaintiffs filed at least seven class actions
against financial institutions, accusing them of downplaying liquidity
and other concerns stemming from rising interest rates. Amid this
ongoing period of economic uncertainty, we expect such filings to
persist.

The Supreme Court will continue to shape securities law
jurisprudence.

Next year, the U.S. Supreme Court is poised to decide at least two
securities lawsuits that could change the landscape in both the
private and regulatory arenas.

On Jan. 16, the Supreme Court will hear argument in Macquarie William J. O'Brien
Infrastructure Corp. v. Moab Partners LP,[1] a closely followed case that ought to address
whether a purported failure to make a disclosure required under Item 303 of U.S. Securities
and Exchange Regulation S-K[2] can support a securities fraud claim under Section 10(b) of
the Securities Exchange Act, even absent an otherwise misleading statement.[3]

The plaintiffs alleged that Macquarie had issued material misstatements and omissions
concerning the potential impact of new international fuel regulations on the company's fuel
storage business, in violation of both the Securities Act and the Exchange Act.

In support of their claims under Rule 10b-5, the plaintiffs alleged that, under Item 303,
Macquire had a duty to disclose that the company's most profitable subsidiary stood to lose
a significant amount of its fuel storage business as a result of impending regulations, known
as IMO 2020.

The U.S. District Court for the Southern District of New York granted Macquarie's motion to
dismiss, holding that the plaintiffs had failed to plead an actionable misstatement or



omission, a violation of Item 303, and scienter.

In an unpublished summary order, the U.S. Court of Appeals for the Second Circuit reversed
in part, holding that the plaintiffs pled adequately that Macquire made affirmative
misstatements in the form of "half-truths" that required disclosure, and that Macquarie
violated Item 303.

As to the latter, the panel ruled that failing to make a material disclosure required by Item
303 can serve as a predicate for a Section 10(b) claim, so long as the claim's other
elements are well pled.

In the present appeal, the Supreme Court is poised to resolve a circuit split concerning
whether an Item 303 violation can serve as a basis for Section 10(b) liability.

The U.S. Court of Appeals for the Ninth Circuit, contrary to the Second Circuit, has held that
"Item 303 does not create a duty to disclose for purposes of Section 10(b) and Rule 10b-
5."[4] The U.S. Court of Appeals for the Third Circuit and the U.S. Court of Appeals for

the Eleventh Circuit have also weighed in and held that an Item 303 violation does not give
rise automatically to Section 10(b) liability.[5]

Should the Supreme Court endorse the Second Circuit's framework, shareholders might
explore other avenues for asserting 10b-5 claims, citing other SEC disclosure obligations.

We also await the Supreme Court's decision in SEC v. Jarkesy. While not a class action, the
court has been asked to determine, among other things, whether the SEC's existing
statutory and regulatory authority to initiate and adjudicate administrative enforcement
proceedings seeking civil penalties violates the Seventh Amendment and the nondelegation
doctrine.

The nondelegation claim would likely have consequences for other SEC rulemaking. At oral
argument, however, the justices focused on the Seventh Amendment claim.

If the court rules in Jarkesy's favor on his Seventh Amendment claim, the SEC may be
required to bring certain civil penalty actions for securities violations in federal court.

The ramifications of this decision could be significant, as the SEC often uses its in-house
courts to seek monetary penalties, and studies reveal that the SEC wins cases it brings in its
in-house courts at a much higher rate than those it tries in federal court.[6]

We also should expect plaintiffs to attempt to maneuver in light of the Supreme Court's
decision in Slack Technologies LLC v. Pirani.[7]

Decided last term, the court in Slack unanimously rejected the Ninth Circuit's holding that
under Section 11 of the Securities Act, plaintiffs may recover even when shares owned are
not traceable to a defective registration statement.[8] Or as Pirani argued, when the shares
"bear some sort of minimal relationship" to a defective registration statement.[9]

Instead, a plaintiff must plead and prove that the securities held are traceable to the
particular registration statement alleged to be false or misleading.[10]



Courts will continue to assess short-seller reports underlying securities
complaints.

As 2023 confirmed, short-seller reports are increasingly being used by the plaintiffs bar to
form the basis of securities complaints.[11] It is estimated that short-seller reports have
underpinned at least 75 securities class actions filed against public companies in roughly the
last three years.

Given the recent proliferation of these suits, a body of law has developed around the extent
to which allegations derived from such reports should be credited on a motion to dismiss.

The better-reasoned opinions discount allegations where they lack independent
corroboration or verification citing a short-seller's motivation to drive down the target's
stock price. Accordingly, these courts equate short-sellers to confidential withesses and
apply the Private Securities Litigation Reform Act's heightened pleading standard.[12]

In January 2023, in In re: DraftKings Inc., for example, the Southern District of New York
analyzed the credibility of a short-seller report and concluded that the plaintiffs' reliance on
the allegations in the report — which were largely unsourced or anonymously sourced —
was "a global deficiency" spanning the complaint that mandated dismissal.[13]

Similarly, in Hershewe v. Joyy Inc. last year, the Ninth Circuit discredited a short-seller
report because it lacked "indicia of reliability" and "failed to substantiate [plaintiffs]
allegations of falsity."[14]

Separately, courts have also held that shareholders cannot rely on short-seller reports as
corrective disclosures if they are based on public information because a corrective disclosure
"must by definition reveal new information to the market that has not yet been incorporated
into the price."[15]

We note that some courts have credited short-seller reports under particular circumstances
at the pleading stage.[16] This line of cases often cites older decisions, which rejected the
premise that short-sellers are the functional equivalent of confidential witnesses and must
be evaluated under the PSLRA's pleading standard for confidential sources.

According to these older decisions, short-seller reports do "not implicate the same
skepticism as a 'traditional' anonymous source."[17]

Defendants have introduced a roadmap for challenging price impact at class
certification.

In 2023, the Second Circuit was called upon — yet again — to adjudicate the plaintiffs'
multiyear quest for class certification in Arkansas Teacher Retirement System v. Goldman
Sachs Group Inc.

This time, the Second Circuit reversed the trial court and denied class certification.[18] In
so holding, the court determined that the defendants had rebutted the basic presumption of
reliance because there was an "insufficient link between the alleged misrepresentations and
corrective disclosures" in the Section 10(b) claim.[19]

While the alleged misstatements were generic — for example, "integrity and honesty are at
the heart of our business"[20] — the corrective disclosures were specific, such as an SEC
enforcement action against the defendant company for purportedly failing to disclose a



conflict of interest.[21]

The Second Circuit determined that the Southern District of New York had failed to apply
the Supreme Court's guidance — that when there is a gap in generality between the front-
and back-end disclosures, the Vivendi back-end-front-end price inflation inference starts to
"break down."[22]

Rather than ask what would have happened if the company had spoken truthfully, at an
"equally generic level," the district court allowed the "details and severity ... of the corrective
disclosure to do the work of proving front-end price impact."[23]

This violated Supreme Court precedent because "utilizing a back-end price drop as a proxy
for [a] front end misrepresentation's price impact works only if, at the front end, the
misrepresentation is propping up the price."[24] Thus, the proper inquiry is "whether the
disclosure as written is specific enough to evoke investor reliance."[25]

We will be watching to see if the business community can replicate elsewhere the
defendants' hard-earned victory in Arkansas Teacher.[26] At minimum, the plaintiffs cannot
demonstrate price impact merely by showing a subject-matter match between a front-end
misstatement and back-end corrective statements where, as in Arkansas Teacher, there was
a significant mismatch in specificity.[27]

"Materialization of Risk" Will Remain in Focus After the Ninth Circuit's Decisions in
Facebook and Glazer Capital Management

We anticipate plaintiffs will continue to press securities fraud claims under a materialization
of risk theory — in which plaintiffs allege that defendants have framed a risk in purely
hypothetical terms when in fact it has already occurred.

Two recent Ninth Circuit decisions have brought this topic into sharper view. In In re:
Facebook Inc. Securities Litigation, the Ninth Circuit, in a split decision, revived Exchange
Act and Rule 10b-5 claims, holding that because "Facebook was aware of Cambridge
Analytica's misconduct [before it filed its 10-K], ... Facebook's statements about risk
management 'directly contradict[ed] what the company knew when it filed its [10-K].""[28]

The Ninth Circuit credited the plaintiffs' allegation that Facebook's 10-K had described a
particular risk — specifically, third-party misuse of Facebook users' personal data — as one
that could harm the company if it materialized, when in fact the alleged misuse had already
transpired. Accordingly, the Ninth Circuit concluded that the district court had "overlook[ed]
the reality of what Facebook knew."[29]

Earlier in 2023, the Ninth Circuit addressed a similar issue in Glazer Capital Management LP
v. Forescout Technologies.[30] In Glazer, the plaintiffs alleged that Forescout had made
materially false or misleading statements relating to the likelihood of its merger closing, in
violation of the Exchange Act and Rule 10b-5.[31]

In particular, they claimed that Forescout was in possession of information that its
counterparty was considering not closing the merger, yet stated it "look[ed] forward to
completing our pending transaction."[32]

Although Forescout provided risk disclosures about the transaction, "including that the
timing of the closing was uncertain and closing conditions might impact the deal's course,"
the Ninth Circuit reversed the district court's dismissal, holding that a company "cannot rely



on boilerplate language describing hypothetical risks to avoid liability for the failure to
disclose ... [when] the company already had information suggesting the merger might not
ensue."[33]

This holding may conflict with other circuits, which hold that the disclosure of facts is
necessary under the securities laws only when the risk has materialized or where there is a
"near certainty" of its occurrence.[34] That said, after Glazer, we expect the plaintiffs in the
Ninth Circuit to pursue materialization of risk cases even where the risk has not yet
occurred.

As 2024 continues, all signs indicate that plaintiffs will continue bringing securities class
actions at elevated levels consistent with what we have seen in the past several years. What
the filing data suggests is that the securities plaintiffs bar has proven adept at shifting
theories and areas of focus when circumstances warrant.

We saw this in 2020 and 2021, when plaintiffs brought an onslaught of COVID-focused suits
in response to the coronavirus pandemic; or more recently, in 2021 and 2022, when
plaintiffs reacted to the rise in SPACs by filing scores of SPAC-focused securities suits.

Now, as we begin a new year, we expect plaintiffs will continue following the headlines —
whether they be based on legal decisions, legislative amendments, macroeconomic
developments or world events. And although the theories might change, the end result will
be the same: numerous newly filed securities class actions targeting public companies.
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