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' JURISDICTIONAL STATEMENT

"The district court possessed subject-matter jurisdiction under 28 U.S.C.

§ 1331 because all claims made below arose under the federal securities laws.

According to 15 US.C. § 78aa, the district court also poss¢ssed subject-matter
- Jurisdiction over Plaintiffs-Appellants; claims under The Securities Exchange Act of
| 1934, According to 15 U.S.C. § 77v(a), the district court possessed subjeét-matfer
- jurisdiction over Plaintiffs-Appel]ants’ claims under The Securities Act of 1933.
This court possesses subject-matter juris.di.ction to hear this appeal under
28 U.S.C. § 1291 because the district cdurt’s order, enteréd on September 12, 2003,
was a ﬁpal and appealable order because that order dismissed with prejudice all
’ cléims against all defendants. This appeal 1S tirnely ﬁnder Rule 4(a)(1)(A) of the
o Féderal Rules of Appellate Procedure because Plaintiffs-Appellants filed their Notiice

of Appeal on October 10, 2003 to appeal a final judgment that was entered on

September 12, 2003.




- STATEMENT OF ISSUES PRESENTED FOR REVIEW
1. Did the district court misapply materiality standards?.
2. Did the district court err when it used a ca'usation énalysis to
decide materiality? | . |
3. Did the. district court err under Ru]e 12(b)(6) whén’it 'w_eighed-,
f:ompeting inferences and, using those disfavorable to Plaintiffs-Appelllgnts,
concluded on a motion to dismiss that Mitchell’s lie Was irnmateriél? |
STATEMENT OF THE CASE
: Defendant-Appellee Bryan Mitchell (“Mitchell”) is .an adrﬁitted lié;.
Mitchell told investors that he had earned an undergraduate degree in Economics. He
lied. Mitchell dropped out of college. No one, not even Mitchell; ‘now‘ disputés that.
Nor does anyone dispute that Mitchell’s lie surfaced in many public statc;menté and
ﬁlings'by his company, MCG Capital (“MCG” or the “Compaﬁy”), including the
Company’s registration statement for its initial public offering (‘fIPO”) blf common
stock.
Here, thé dlistrict court viewed Mitchell;s lie as innocuous. The district
court could not have been more mistaken. Mitchell’s lie cost MCG invéstors miilions

of dollars — investors like the Plaintiffs-Appellants (referred to collectively as

“Greenhouse™) here, who boughi MCG’s stock believing Mitchell a credible

2




executive that possessed the full measure of qualifications fhat he claimed. This is
so.‘fof séverélv reasons. : |

| First, the Company repeatedly warned investors that, if it lost Mitcﬁe]l,
the Company might suffer dire consequences. Second, Mitchel} did not falsely claim
to poss}ess a dégree In ceramics or médieval history — topics far removed from his
critical duties at MCG. Rather, Mitchell claimed to possess a degree closely akin to
fhose duties. Third, man‘y successful executives dropped out of college — MiéroSof_t’s
.Chai.rman Bill Gétes afnong them; he quit Harvard. But‘ Gates never lied about it.

But Mitchell did. In so doing, Mitchell destroyed his‘éredibility, overstated his

o -qualifications, and cost MCG’s investors millions of dollars.

. qurth; | when MCG’s board discovereci Mitchell’s lie, it thought
Mifchell’s lie important enough to severely punish Mitchell. Wall Street and MCG’s
invegtors thought 1t impbftant enough to downgrade and sell MCG stock-such that
MCG.’S stoc'k price dropped almost thirty‘pe‘rceht in one day immediately after.;
‘Mitéhéll’s 'lie was exposed. All of these yardsticks measured Mitchells lie to :be a
material one. Unfortunately, the district court rejected those informed rﬁéasurements.
T.hé district éourt also rejected (and refused to credit to Greenhouse) inferences about
materiality that a reasonable jury might draw from those informed measurements. |

The district court rendered a judgment on the merits even though the matter came




before the court on MCG’s motion under Rule 12(b)(6) of the Federal Rules of C1v1l
Procedure (“Rule 12(b)(6)”). |
STANDARD OF REVIEW
This Circuit reviews de novo dismissgal of a complaint ‘un(.ier Rule
12(b)(6). Exercising de novo review, this Circuif hés “long held ‘th_at a nﬁqtién to
Qismiss should not be granted unless it appears to a certainty’ that the alieged facts
state no claim.’?
STATEMENT OF FACTS
MCG is registered with the Securities and Exchange Coﬁmission
(“SEC”)asa “business deveiopment company’” under the Investment Company Act
of 1940 (the “ICA”).> MCG says that it applies an “expert-aétiﬁsf” iﬁvéstment

philosophy to identify investment opportunities. In layman’s terms, MCG invests in

1 See, e.g., Mylan Lab., Inc. v. Matkari, 7 F.3d 1130, 1134 (4" Cir. 1993)
: (exermsmg de novo rev1ew and reversing grant of Rule 12(b)(6) motion to dismiss).

2 Mylan Lab., 7 F.3d at 1134 n.4 (citations omitted) (emphasis added).'

3 Joint Appendix at 51 (cited as “J.A. at ") (Defendants-Appellees’ Brief
In Support of Defendants-Appellees’ Motion to Dismiss p. 4) (cited as “Defs.’
Opening Br. p. ).




~ other companies and uses money provided by MCG’s shareholders to do so. MCG
emphasizes that Mitchell plays a key role in those activities.*
’ MCG’S SEC Filings
On July 5, 2001, MCG filed Form N-2 W1th the SEC Form N-2 i is the
‘form_v that' companies Iike MCG file with the SEC to regis,ter securities for sale to the
public. MCG’s Form N-2 told the following lie about Mitchell and his credentials:
Mr. Mitchell serves on the board of directors of MCG -
Finance Corporation and MCG Finance Corporation II.
Mr. Mitchell earned a B.A. in Economics from Syracuse
University.®
On September 7, 2001, the Company repeated that lie in an amended N-

2.6 The Compa'ny did the same on November 1, 2001, when it again ﬁled‘ another

amended N-2.7

“].A. at 16-19 (Consolidated Class Action Complaint Y 25, 29- 33) (c1ted as
“Complaint § _); J.A. at 53 (Defs.” Opening Br. p. 6.).

J.A. at 15 (Complaint 9 24).
S.A. at 16 (Complaint at § 25).
"J.A. at 16 (Complaint  26).




On November 28, 2001, MCG filed a registration statemenf 'gnd
prospectus with the SEC (the “Prospectus™).® The Prospectus repea‘ted Mitchell’s lie.
It said that MCG intended to sell 13,3»75,000 shéres of co@dﬁ stock at a pricé of
$17.00 per share in the IPO. MCG completed its iPO on December 4, 2001 and
raised $237 million." The Prospectus also descfibéd MCG’s crucial inv'estrflent-.
approval process and the vital role that Mitchell played in driving tha‘; proces‘s:{ .

Our credit committee approves all of our investments,
while the investment committee of our board of directors
also must approve some investments. The four membersof
our credit committee are Mitchell, Chairman of our
board of directors and our Chief Executive Officer[.] . . .
Credit committee approval requires the approval of Mr.
Merrick and two of the three other members of the credit .
committee. The investment committee of our board must
‘approve loans to any customer exceeding $10 million and
all equity investments. . . . Upon completion of this
offering, the members of our investment committee will be
Messrs. Mitchell, Tunney, Alpert, Gleberman, Millner, and
Merrick."! . -

’J.A. at 16 (Complaint 9 27).

°J.A. at 17 (Complaint q 30).

197 A. at 16 (Complaint 9 28).

"J.A. at 17-18 (Complaint § 31 (emphasis added)).
6




The Prospectus cautioned the investing public about Mltchell’s

“significance to the Company: For example, without Mitchell, the Company might lose

financing from two credit facilities.

We borrow under two credit facilities that impose financial
and operating covenants on us that restrict our business
activities. REE ,

~ In addition, after this offering, if any two of Bryan J.
Mitchell, the Chairman of our board of directors and our
Chief Executive Officer, Steven F. Tunney, our President
and Chief Operating Officer, B. Hagen Saville, one of our
Executive Vice Presidents, and Robert J. Merrick, our

Chief Credit Officer, cease to be actively involved in our
management, their lender under our securitization facility
could, absent a waiver or cure, declare a default.

Co% ' « *
The limitations contained in our credit facilities could hinder our
ability to finance additional loans and investments or to make the
cash distributions required to maintain MCG Capital’s status as

a regulated investment company under Subchapter M of the
Internal Revenue Code. '

Again, through’ the Prospectus, MCG also warned ',iﬁvestors ‘.'that'.

Mitéhell’s continued participation was critical,. and that losing Mi_tchell might -
seriously harm the Company.

(1) we lose any member of our senior management team,

our ability to implement our business strategy could be
significantly harmed. * * * We depend on the

12J A. at 18-19 (Complaint § 32).




contributions of members of our senior management,
particularly Bryan J. Mitchell, the Chairman of our board
and our Chief Executive Officer, [other directors and
officers] as well as other key personnel. - :
These employees have critical industry experience and
relationships that we rely on to implement our business
plan. If we lose the services of any of them or other sénior
members of management, we may not be able to expand
our business as we expect, and our ability to compete
could be harmed causing our operating results to suffer.
In addition, if any two of Mr. Mitchell, Mr. Saville, Mr.
Tunney, or Mr. Merrick cease to be actively involvedinour =~
‘management, the lender under our securitization facility
could, absent a waiver or cure, replace us as the servicer
of the loans and declare a default. We do not have key
man life insurance policies covering any of our
employees.”

Thus, an examination of MCG’s Prosplectus and other public _ﬁlings
leaves no doubt about the critical importance MCG placed on retaining Mitchell, and
that loéing Mitchell might threaten the Company’s continued existence.
Mitchell’s Lie And Its Consequences

The truth‘ came out on November 1, 2002, when MCG Ipublicly
announced that Mitchell lied about his degree in Economics from Syracuse

University." The truth showed that Mitchell had dropped out after three years

5] A. at 19-20 (Complaint 9 33).

143 A. at 19-20 (Complaint 9 34).

BJ.A. at 21, 27 (Complaint 9 37, 66).
8




Syracuse University.'® The Cémpany came clean only when it learned that Herb
Greenberg, a reporter from TheStreet.com, was going to expose Mitchell’s lie."”?
Disclosure of the truth dropped MCG’s stock price twenty-nine percent
(29%) that day from $11.85 per share to $8.40 per share.'® Wall Street analysts also
'be‘gan to shun MCG stock.”  For exaﬁqple, Wachovia Securities stated:
 Based on today’s announcement out of MCG Capital, we
are downgrading MCG Capital to Hold from Buy. Mr.
Mitchell informed MCG’s Board of Director’s that he does

nothave a B.A. in Economics from Syracuse University, as
previously disclosed.

Our rating is based on the capit'cil constraints and.
credibility issues surrounding MCG Capital’s CEO, Bryan

~Mitchell. We believe that upside in the shares is limited
until this issue is resolved.”

Desperate to shore up investor confidence in MCG, on November 3,

2002, _MCG’S board forced Mitchell to resign as Chairman. The board also forced

- 18J.A. at 26 (Complaint  63).
7] A, at 26-27 (Complaint §] 62-66).

BJ.A. at 21, 27 (Complaint Y 37, 67). MCG Capital’s stock actually fell to
$7.46 per share dur1ng the trading on the day of the announcement; thus, the stock
-~ lost 37% of its value in less than one day.

- LA at29 (Complaint q172).
2] A. at 29 (Complaint 4 72).




Mitchell to repay his 2001 bonus and forgo his 2002 bonus.” The financial p‘rféss .
revolted at MCG’s confession. For example, on the day Mitchell’s lie came to light,
CNN’s reporters on CNN’s Lou Dobbs Moneyline had little positive to' say about

Mitchell, MCG, or an investment in MCG:

JAN HOPKINS, CNN Anchor, Lou Dobbs Moneyline: Now we
also have word of another CEO that lied about his resume. :

CHRISTINE ROMANS, CNN Correspondent: And you know
what, the reaction on Wall Street is getting more fierce with each
reaction that we’ve seen. This is a company called MCG Capital
(Company: MCG Capital Corporation; Ticker: MCGC; URL:
http:www.mcgcapital.com). The CEO’s name is Bryan Mitchell. The
company coming out and saying he does not have a B.A. in economics
from Syracuse, as his resume and the company’s statements have shown.
The stock, Jan, if you take a look at the three-month chart of this stock,
the stock absolutely pummeled here today. *° - - ~

Further, on November 3, 2003, Herb Greenberg opined about the impact
of the Company’s, stating: “Can’t help but wonder [what effect the] credibility [of]
‘an admitted har, of a CEO, will have going forward. (And can’t help but wonder what

2341

else the company has been, shall we say, embellish[ing].)”" Greenberg further asked,

in an article written on November 4, 2003, “Why companies don’t fire resume

21J.A. at 55 n.9 (Defs.” Opening Br. p. 8 n.9).
“J.A. at 27-28 (Complaint ¥ 68).
HJ.A. at 28 (Complaint § 69).

| 10




fabricators, such as Mitchell . .". is anybody’s guess — especially in an environment
‘such where CEO credibility is everything.”* |
| | Faced with huge losses because of Mitchell’s lie, MCG’s invesfors
turned :to the federal securities laws for help and sued MCG, Mitchell, and other
| MCG p‘}ersonne]. The Complaint alleged claims nnder § 11(a) of The Securities Act
. }of | ‘1933 (“Securi,ties Act”)® for false statexnents made in MCG’s registra'tion
statenlent, Securities Act § 15 for control-person liability,* § 10(b) of The Securities
Exchange Act of 1 934 (“Exchange Act™)* for false p,ubblic ‘statements, and Exchange
Act §. 20(a) for’ control-person liability 4
The dlstrlct court appomted William Mouk, Evelyn Rosen, and Charles
Greenhouse Co- Lead Plamtlffs and the Co-Lead Plamtlffs then filed a Consolidated

) 'Amended Class Actlon Complamt (“Complaint”), which alleged the claims described

above The Defendants Appellees moved to dlsmlss under Rule 12(b)(6) arguing

“J.A. at 28-29 (Complaint  70).
‘- “15US.C. § 77k(a) (2002).
- *15U.S.C. § 770 (2002).
%15 U.S.C. § 78j(b) (2002).
15 US.C. § 78t(a) (2002).
11




that Mitchell’s lie was immaterial. On September 12, 2003, the district court héérd'

oral argument on and granted MCG’s motion."
]

The District Court’s Errant Ruling

" The district court found Mitchell’s lie immaterial as a _matter of law.*8

) ]

The court agreed with MCG that an investor “cannot use the credibility and integrity

problems that result from a false statement to bootstrap an otherwise immaterial false

statement into creating a basis forv‘ a securities fraud action.” Relying on that post-
announcement price recovery, the district court determined the admittedly false
statement of MCG and Mitchell was immaterial as a matter of law:

[t]he stock begins to rebound almost immediately. No
other false statements developed. And, in fact, as I
understand it, this event occurred in early November, and
by December, within less than two months after. the
statement is revealed, the stock is trading higher than it was
trading at when it was first issued, at a time when the
whole market was going down.” |

... 1t’s very hard to argue that a false statement, that is, the
statement itself, not the inferences and the other things that

47J.A. at 154 (Order, dated Sept. 12, 2003).

®JA at 152 (Transcript of Sept. 12, 2003 Hearing on Defendants-Appellees’
Motion to Dismiss at p. 10, In, 7-23) (cited as “Transcriptp. __, In. ).

—~ %] A at152 (Transcript p. 10, In. 9-12).
*0J.A. at 148 (Transcript p. 6, In. 1-8).
12




one draws from it, but the statement itself, the fact thatis
misrepresented, that fact could be that material to the
investing public if, in fact, the stock rebounded that
quickly.” | - )

'fhe district court then dismissed the Complaint with prejudice.” The court ei‘réd.
SUMMARY OF ARGUMENT B |
Greenhouse makes three arguments that should lead this Court toreverse
the district court’s granting MCG’s motion to dismiss. |

First, assessments of materiality require delicate assessments of fact. To

assess and decide materiality here, a Jury will have to grapple 'withlseve._ral fécts, |

~ including the sharp reactions of MCG’s board and Wall Street to the revelationth,ét

Mitchell had lied. Also, contrary to what the district C(')urt cohclu_ded, man.}age‘me.ntA’s
integrity and credibility are always a materiality fact‘. The districf'court followed ah
often-eschewed approach to materiality: materiality-by-hihdsight; the transcript
leaves no doubt about this. |

Second, the district court used causation principles to decide rr'lalte:rivality.
That .wkas error because, for Exchange Act claims, causation is decided using different

principles than are used to decide materiality. It was error also because causation is

*'J.A. at 148-49 (Transcript p. 6-7).
2J.A. at 154 (Order).
| 13




~ not even an element of Greenhouse’s Securities Act claims. The only relevance
causation has to Greenhouse’s Securities Act claims is that the Securities Act sets up
an afﬁrmative de.fen.se on causation that MCG must plead and prove. Here, MCG
pled and proved nothing; it moved to dismiss; MCG did not answer.

Third, in ruling on MCG’é motion to disﬁniss, the district court failed to
credit Greenhouse with inferences favorable to Greenhouse. The district court also
made what amounted to factual findings on a motion to dismiss.

| LEGAL ARGUMENT
I. THE DISTRICT COURT MISAPPLIED MATERIALITY STANDARDS.
- ——. .~ The United States Supreme Court set the standard for determining
materiality: “[t]he determination requires delicate asséséments of the inferences a
~ ‘reasonable shareholder’ would draw from a given set of facts and th¢ significance -
of those inferences to hirﬁ[/her], and these assessments are peculiarly ones for the
trier of fact.” A plaintiff sufficiently pleads materiality by identifying a statement
or omission that a reasonablé investor would have considered significant in deciding

to invest.* Whether Mitchell’s lie was material depends upon MCG’s particular

PTSC Indus., Inc. v. Northway, Inc. (“TSC”), 426 U.S. 438, 450 (19.76)
(emphasis added). ,

*Basic, Inc. v. Levinson (“Basic™), 485 U.S. 224, 231 (1988) (adopting TSC’s
materiality standard Rule 10b-5 and § 10(b) actions); see Dennis v. General Imaging,
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circumstances, a determination that, again, depends upon the delicate assessments -

necessary to decide materiality.*

B

~A.  Given Facts Alleged In The Complaint, dnly A Jury Could
Make The Delicate Assessment Of Facts Necessary To Decide:
Materiality.

District courts may resolve materialify oln a Rule 12(b)(6) motion only.
when fhe alieged misstatement is “so obviously important to an :invéstor',-‘that
reasonable minds cannot differ on the question of materiality.”* Aécbrdingly, “in
general, the issue [of materiality] should be presented to a jury.””’ Bﬁt in thisycoase, |
the district court substituted its judgment for that of the jury’s by speculat}ng abQ_i;t

how the jury might view delicate assessments about materiality and even conceded

- that MCG’s argument about materiality was not “necessarily persuasive”:

918 F.2d 496, 505 (5™ Cir. 1990) (“standard for materiality with regard to
misstatements whether an average prudent investor would consider the truth
~ important in making investment decision”) (citation omitted); Andrews v. F: ztzgerald
823 F. Supp 356,370 (M.D.N.C. 1993) (citing Basic).

See Gehardtv. Condgra Foods, Inc. (“Condgra’),335F.3d 824, 829 (8‘h Cir.
2003) (“The question of materiality hinges on the part1cu1ar circumstances of the
company in question[.]”). :

" 5814, (quoting Johns Hopkins Univ. v. Hutton, 422 F.2d 1124, 11'29,(4th Cir.
' 1970)) (remaining citations omitted); see also In re Microstrategy Sec. Litig.
(“MicroStrategy”), 115 F. Supp. 2d 620, 657 (E.D. Va. 2000); Arnlund v. Smith
(“Arlund”), 210 F. Supp. 2d 755, 761 (E.D. Va. 2002). .

S 4rlund, 210 F. Supp. 2d at 761 (citing Basic).
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And, of course, what the defendants are
arguing and while I don’t think this argument
is necessarily persuasive, I think it would have
a huge impact if the case went to t'rial‘[.]58
- InMCG’s case, materiality’s delfcate assessments included whét weight
to affofd the imrhediat¢ reactions of MCG’s board, Wall Street, and investors when
Mvitc‘hell was exposed as a liar. Those reactians were part of the total nﬁix of
information and ‘provid‘ed a “strong indicium of materiality,” and at least one
| 'a'pp_ellate' court says that such reactions are_“deserving of some considera‘;ion” ina
materiality analysis.”® Unfortunately, the district court gave those reactions little or
no consideration.
Anlother delicate assessment involved whether the absence of educational
credentials closely akin to Mitchell’s job at MCG matter. Yet another involves

~ whether the serious ramifications that can follow from intentional misstatements in

SEC filings, i.e., the potential for the SEC’s barring Mitchell from serving as a

- %] A. at 148 (Transcript p. 6, In. 19-21).

5"’ConA gra, 335 F.3d at 829 (Fifth Circuit agreeing that company’s reaction to
exposure of misstatement are relevant to materlahty determinations and ‘“deserving
of some consideration.”).
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director or officer of MCG,*®® and whether that might have affected investors’

decisions, given how the Company painied Mitchell.*!

. |
The district court’s weighing of evidence continued when i't'fdtind

Mitchell’s lie immaterial because, after Mitchell’s lie was exposed, investors kept
buying MCG stock:

In other words, reasonable investors now

knowing that Mr. Mitchell doesn’t have a

degree plus he’s lied about it are still

‘investing in that company, and it’s a good -

investment. I don’t see how you make out a

securities fraud case in that scenario.®
‘The district court erred here because a jury might conclude that “reasonable
investors” could have decided that MCG’s punitive measures against Mitchell proved
that, while Mitchell was a liar, MCG’s board would police its own ranks and ensure

MCG shareholders got the truth. According to the Supreme Court, the jury (not the

district judge) makes such delicate assessments.

%S.E.C. v. Drexel Burnham Lambert Inc., 837 F. Supp. 587, 613 (S.D.N.Y.
1993), aff’'d, 16 F.3d 520 (2d Cir. 1994) (citations omitted); see also S.E.C. v. First
Pacific Bancorp, 142 F.3d 1186 (9th Cir. 1998) (stating that district courts have broad
equitable powers to fashion appropriate relief for violations of the federal securities
laws, including the power to order an officer and director bar) (citations omitted).

%! At oral argument, counsel for Plaintiffs- Appellants pointed out this and other
delicate assessments to the district court. J.A. at 146-47 (Transcript pp. 4- 5) (Mr.
McFate for plaintiffs).

62).A. at 150 (Transcript p. 8, In. 3-7).
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B. Contrary'T“o The District Court’s Conclusion And MCG’s
Argument, Mitchell’s Credibility Was Material.

Materiality’s dc;,]icate assessments also ipcluded how much weight, if
any, to afford Mitchell’s integrity in determiﬁing the materiality of Mitchell’s lie.® |
But the district court disagreed; the court erred. | |

. Almost. forty years ago, the SEC ’ﬁsed In the Matter of Franchard

| Cérporati’bn (“‘Franclfzar‘af”)64 to explain that management’s integrity is “always a

material factor.”®  Disclosures relevant to an evéluation of manage‘ment are

particulaﬂy important where securities “are sold largely on the personai reputaﬁon
ofa co‘mpany’vs controlling person.”®

. GivenMCG’s re;')eatedlyemphaSizithitchell’s reputation, background

i}r_nportance, only a jury could find integfit_y and credibility immaterial here. Further,

" an evaluation of the quality of management, is an “essential ingredient of informed

investment decision[s). . . [and] [a] need so important cannot be ignored.” This |

- ®(concluding that management’s integrity qualifies for consideration as part
of the total mix of information because “[m]anagement’s integrity would probably be
important to investors.”). | :

%42 S.E.C. 163, Release No. 33-4710, 1964 WL 67454 (SEC July 31, 1964).
8 Franchard, 1964 WL 67454, at *7.
“Id |
Id. at *6.
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seems especially so where, as here, MCG repeatedly hi ghlighted Mitcheli asa pex;_spn
the Company could not get along without. That was certainly thé c‘as'e in Frdﬁch.drd.
The culprit in Franchard, like the culprit here — Mitchell — was key to
the company, and the company’s securities were offefed “largely predicated” oﬁ the.
culprit’s reputation and abilities.® Franchard is not alone in ‘its viév'y ,b._f
management’.s credibility. | | |
Federal appellate courts often remind district courts nof to discount 4_
management’s integrity when analyzing the materiality of fnlsstétements ‘;9 And

concerning materiality, federal courts often weigh heavily what the SEC views as

immaterial and material.”®

%Compare Franchard, 1964 WL 67454, at *3 (“He exercised a dominant role
in the management of the registrant’s affairs[.]”) and Id. at *7 (“As we have noted,
registrant’s public offerings were largely predicated on [the culprit’s] reputation as
a successful real estate investor and operator.”), with J.A. at 16 (Complamt 1] 30)
(touting Mitchell’s background)

9See ConAgra, 335 F.3d at 830 (reversing dismissal of securities fraud action
and holding “[m]anagement’s integrity would probably be important to investors™);
Zell v. Intercapital Income Sec., Inc., 675 F.2d 1041, 1047-48 (9th Cir. 1982)
(reversing grant of summary judgment, holding that information bearing si gniﬁcantly
upon the financial stability, integrity, and management skills of company S afﬁllated
corporatlons was materlal to stockholders).

"®See Basic, 485 U.S. at 239 n.16 (“The SEC’s insights are helpful, and we
accord them due deference.”); TSC, 426 U.S. at 449 n.10 (considering SEC’s views
on what is material); Exchange Servs, Inc. v. S.E.C., 797 F.2d 188, 190 (4" Cir. 1986)
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Atleast according to Franchard, akey man’s integrity is always material
to _investofs. The district court here disagreed.” Thel, court erred in so quickliy
vdisagreeing with the SEC’s view of materiality, especi;al]y given that Franchard
stands in the company of recent federal appellate decisions about materiality such as
Con_Agré.‘ Accordingly, the district court should be reversed.

C. ~ The District Court Evaluated The Materiality Of Mitchc;ll’s
Lie Ip Hindsight When It Should Have Evaluated Whether
Mitchell’s Lie Was Material When Mitchell Told The Lie.

Materiélity is determined in light of the circumstances existing when the
stéteme;nt is made, not later.” Addressing a determination of materiality for a §11
| claim, one court reasoned that “[t]he determination of materiality is to be made upon

all the facts as of the time of the transaction and not upon a 20-20 hindsight view long

after the event.”” Here, unfortunately, the district did not at all look at circumstances

_(samé)' |

"J.A. at 152 (Transcript p. 10, In. 7-23) (rejecting the notion that “credibility
and integrity problems” can be material).

Ganino v. Citizens Utilities Co. (“Ganino”), 228 F.3d 154, 165 (2nd Cir.
2000) (reversing dismissal of securities fraud complaint and holding complaint
alleged material misrepresentations regarding financial results); see also ConAgra,
335F.3d at 830-31 (court must assess materiality from the perspective of areasonable
investor at the time of the misrepresentation, not from the perspective of a reasonable
investor looking back on how events unfolded).

B Adkerman v. Oryx Communications, Inc., 609 F. Supp. 363, 368 (S.D.N.Y.
1984), aff’d in part and dism’d in part and rem’d on other grounds, 810 F.2d 336 (2d
P p
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that existed when Mitchell told his lie. Instead, the district court looked at »;/hat
happened months after Mitchell lied and months after Mitchell’s lie was e){pdsed.
That is, the district court rested its analysis on MCG’s stock pficé nearly two months
after Mitchell’s lie waé exposed to find that Mitchell lie was not material when to_1d

months earlier.” That was a materiality-by-hindsight analysis and error.” ’

1. Courts reject 20-20 hindsight as the wrong
approach to determining materiality. '

Justin Industries v. Choctaw Securities, L.P. (“Choctaw”) ™ squarely
rejected the notion that events occurring long aftera misstatement—events like stock- -
price behavior after the misstatement is corrected — provide a basis for .determinirlllg
materiality. Choctaw reasoned that market movement “cannot bea dispdsitiye fest;

indeed, it seldom will be relevant [because] . . . the proper date at which to judge

Cir. 1987) (the lack of a significant price drop after disclosure cannot, by itself,
establish immateriality as a matter of law) (quoting Spielman v. General Host Corp.,
402 F. Supp. 190, 194 (S.D.N.Y. 1975), aff'd 538 F.2d 39 (2nd Cir. 1976)).

See J.A. at 144 (Transcript at p. 6, In. 3-13).

"See, e.g., ConAgra, 335 F.3d at 830 (“But the importance of the
misrepresented facts should not be judged with the advantage of hindsight.”).

6920 F.2d 262, 267-68 (5th Cir. 1990) (reasoning that bylaw amendments were
material under Rule 14a-9; importantly, the standard for materiality under Rule 14a-9
is the same as materiality for claims under Exchange Act § 10(b) and Securities Act

§ 11(2).
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materiality is the date when 'the [information] should have been disclosed.””
Choctaw emphasized that the relevant test for materiality is defined by the Supreme
Court and rejected the notion that materiality is defined by market movements.”

2. Case authority notwithstanding, the district court
adopted MCG’s hindsight approach to materiality.

- MCG argued that Mitchell’s lie w‘a's ilhmafefial. It pointed to “[t]he
rapid rechery in MCG Capital Corporation’s share price after the November 1
ann_ouncéme_nt undercuts any argument that the November 1 stock pr'ice drdp
establishes that Mitchell’s undergraduate degree matters to investors.””  As the
' t'ran“scbzrl;pt reﬂec‘fs, the district court bought‘ MCG’s materiality-by-hindsight
- argument.® The district court even considered MCG’s stock price the week of the
hearing on the mofion to dismiss — facts that occ;urred long after Mitchell’s
misétatement:

1 had’fny law clerk just as a matter of interest

check what [MCG stock] was selling at earlier
this week. It was at 16-something, and the

""Choctaw, 920 F.2d at 268 n.6 (emphasis added).

See id.; see also Semerenko v. Cendant Corp. (“Semerenko”), 223 F.3d 165,
176 (3rd Cir. 2000)(mater1a11ty is assessed as of “when” the mlsstatements were
“disseminated”).

~ J.A. at 63 (Defs.” Opening Br. p. 16).
%See, e.g., J.A. at 148 (Transcript p. 6, In. 2-18).
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offering, original price was l-something.
It’s done better than my stock. I wish I had
some of that myself, frankly.*

)

But the diStrict went even further. It said that because “reasonable 'inve’s'tor‘s"" were

still buying MCG stock even after Mitchell’s lie was exposed that, ‘when told,

4 ]

Mitchell’s lie was not material;

In other words, reasonable investors now

' knowing that Mr. Mitchell doesn’t have a
degree plus he’s lied about it are still investing
in that company, and it’s a good investment.
I don’t see how you make out a securities
fraud case in that scenario.®

- Thus, the district court applied MCG’s flawed reasoning when the district court relied
on what happened to MCG’s stock price in the weeks and months that followed the
exposure of Mitchell’s lie. As courts routinely recognize, “judicial interpretation

2983

makes the time of purchase the crucial moment for the determination of materiality.

But here, the district court looked to some other time, and in so doing, erred.

815 A. at 148 (Transcript p. 6, In. 9-13).
82].A. at 150 (Transcript p. 8, In. 3-7).

BIn re Alliance Pharm. Corp. Sec. Litig., 279 F. Supp.2d 171, 185 (S.D.N.Y.
2003) (citations and quotations omitted).
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II. THE DISTRICT COURT CONFUSED CAUSATION FOR
MATERIALITY AND ERRED WHEN IT APPLIED A CAUSATION
ANALYSIS TO FIND MITCHELL’S LIEIMMATERIAL WHEN TOLD.

Materiality is but one element of a federal-securities claim under both

Exchange Act § 10(b)** and Securities Act § 11(a).* Plaintiffs must also plead and

prove loss causation to make out a claim under Exchange Act § 10(b). But they need

not do so t‘o'make‘ out a claim under Securities Act § 11(2).% Purporting to find no
materiality for Greenhouse’s claims under both § 10(b) and § 11(a), the district court

. applied an analysis that most courts would apply to decide if plaintiffs plead or

proved loss causation and § 10(b). The distr_ict court’s erred here for two reasons: (1)

' usingcausation principles to analyze materiality was improper under § 10(b) because

fvma‘terie»xlity and causation are analyzed using different standards in § 10(b) cases; and

- (2) using causation principles to analyze materiality under § 11(a) was improper

#See 15 U.S.C. § 78j(b) (2002); MicroStrategy, 115 F. Supp. 2d at 628 .
(quoting Phillips v. LCIInt’l, Inc., 190 F.3d 609, 613 (4th Cir. 1999)); accord Hillson
Partners Ltd. Partnership v. Adage Inc., 42 F.3d 204, 208 (4th Cir. 1994); Malone
v. Microdyne Corp., 26 F.3d 471, 476 (4th Cir. 1994)

%8¢ 15 U.S.C. § 77k(a) (2002).

%See Lalor v. Omtool, Ltd., 2000 WL 1843247, at *3 (D.N.H. Dec. 14, 2000)
(“As to claims under § 11 and 12 of the Securities Act, ‘loss causation’ is not an
essential element of a viable cause of action. It is, however, an affirmative defensne
that may be raised by a defendant.”); Adair v. Kaye Kotts Assocs. Inc. (“Adair™), 1998
WL 142353, at *7 (S.D.N.Y. Mar. 27, 1998) (“Loss causation is not an element of a
Section 11 claim.”) (collecting cases). :
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because causation is not even an element of § 11(a).” Under § 11(a), causation

relates to negative loss causation, an affirmative defense, which is a defendant’s
’ []

|
. (]

burden to plead and prove.®
- A.  TheDistrict Court Mistook Causation For Materiélity When
It Used Causation Principles To Decide Matenahty For
Greenhouse’s§ 10(b) And § 11(a) Claims.
Materiality and loss causation are different concepts under the federal
securities laws; consequently, courts apply different standards to ‘ar‘lavlyze the two

concepts.”  Analyzing a stock’s price behavior relates to loss causation, i.e.,

damages.”® It does not relate to materiality, at least not to an extent that would have

| - entitled MCG to win on its Rule 12(b)(6) motion.”! The district coun_shqpld ha‘\‘/e.

¥See, e.g., Aaronv. Empresas La Moderna, S.A. (“Aaron™),46 Fed. Appx. 452,
2002 WL 31051576 (9" Cir. 2000) (causation is not an element of a prima facie case
under Securities Act § 11 or § 12, but it is a necessary element to a prima fac1e case
under Exchange Act § 10)(b)).

 8See 15U.S.C. § 77k(e).

¥See, e.g., Zonagen v. Nathenson (“Zonagen™), 267 F.3d 400, 413- 15 (5" Cir.
2001) (explaining differences between loss causation and materiality and concludlng
that price behavmr relates more to causation than materilality).

"See Inre Terayon Comm. Sys., Inc. (“Terayon™),2003 WL 21383824, at **1-
3 (N.D. Cal. Feb. 24, 2003);. MicroStrategy, 115 F. Supp.2d at 658 (recognizing
defendants’ mistaking causation for materiality when defendants argued that prlce,
behavior related to materiality).

' Cond gra,335F.3d at 831 (questions relevant to damages are “not necessarily
controlling on the question of materiality” on a motion to dismiss); Zonagen, 267
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) addressed materiality- separate’ and apart from loss causation. But it did not.
Consequently, .the court mistook its position on ‘the post-announcement price recovery
‘vas_‘c.)he rélating to materiality, when, in fact, it related to the loss causation elemeﬁt of
| Greehﬁouse;s § IvO(b) claim.

- B. MCG’s Stock-Price Behavior PireSe‘nt.ed No Certain Measure
For Materiality — Certainly Not On A Rule 12(b)(6) Motion.

The federa_l 'appellate decisions take yarying views about how relevant
stoqk-price behavior is to a materiality analysis. | Some consider st.oc‘k‘-priée'
movement more relevant to materiality than do othe:rs.g;2 Some give stock-price
behaviOrv alotof }\‘Veight in a materiality analysis. .Others remain faithful to Basic and
use stock-price behavior to analyze causation.” In short, stock-price behavib_r is not

the be-all-end-all for materiality.* But regardless of which decisions one looks to,

F.3d at 415 (price behavior relates to causation, not materiality); /n re Cryomedical
Sciences, Inc. Sec. Litig., 884 F. Supp. 1001, 1018 (D. Md. 1995) (test for materlallty
is not the “ultimate effect on a company’s stock”) ‘

; 92See No. 84 Employer- Teamster Joint Council Pension Fund'v. America West
Holding Corp. (“America West”), 320 F.3d 920, 947-50 (9" Cir. 2003) (Tallman, J.,
dissenting and explaining various circuits’ views on how relevant stock-prlce
) behav1or is to materiality verus causation).

93Amerzca West, 320 F.3d at 948 (“The Fifth Circuit’s placement of the stock
~ price in the context of reliance more faithfully follows the Supreme Court’s dec151on
1in Basic.”).

~ %“See, e.g., United States v. Bilzerian, 926 F.2d 1285, 1298 (2d Cir. 1991)
(“whether a public company stock price moves up or down or stays the same after the
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one fmdé that most decisions address situations different from the one the‘dis'tr.ict?, ’
court addressed here. .
. '. .
- Most address situations where defendants ‘méﬂke some Curativé '
disclosure: The Decision.s then analyze the immédiate impact of that curative
disclosure on stock price. When they dé 50, they givé vary'ing» weighf on ‘méteri»avlity |
to that stock-price behavior. |
Here, MCG confessed Mitchell’s lie, and MCG’s stock p'ri;.:e héadegi for
the basement immediately. There is no debate about that, and even undef decisjons -
that afford much weight to stock-price behavior for a materiality. aneilyéis, the
immediate impact of MCG’s curative disclosure, i.e., exposing Mitchell’s lie, cuts
towards a finding that Mitchell’s lic was indeed material when told.”® But, as noted,
immediate price impact was not what the district court looked at.» The di.strict §oun

looked at how MCG’s stock price behaved in the weeks and months that followed

MCG’s curative disclosure,*®

filing of a Schedule 13D does not establish the materiality of the statements made,
though stock movement is a factor the jury may consider relevant”); S.E.C. v. DCI
Telecom., Inc., 122 F. Supp.2d 495 (S.D.N.Y. 2000) (same).

%See, e.g., Oran v. Stafford (“Oran™), 226 F.3d 275, 282 (3" Cir. 2000)
(“[WThen a stock is traded in an efficient market, the materiality of the 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.”) (emphasis added).

%See J.A. at 148 (Transcript p. 6, In. 3-13).
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Even the Third Circuit, a circuit which affords stock-price behavior more
‘-con'sideratio_n on materiality <than most circuits do, recognizes that the time window
fo._r,t'hat_considerations of materiality and stock—price behavior is a narrow. window
inde‘ed.‘ According to Oran v Staﬁ”or_d, that window is “in the‘ period immediately
| féll_llov\iizirig.[;[he] disclosure.™” In MCG’s case, that 'window had long closed, as
}t(')rre‘nts of other information entered the market for MCG stock in the weeks .and
. months that followed MCG’s curative disclosure. The district court leaned too
' heavily on MCG;S stock-price behavior and did so in a Way that the caselaw does not

support, | |
. C. The Federal Securities Statutes Show That Stock-i’nce
| Behavior Postdating Curative Disclosures Measures Loss

Causation, Not Materiality.

In December 1995, Congress radically altered the face of federal-
securities litigation whén it passed The Private Secﬁrities Litigation Reform Act of
.1995 (“‘Rveform Act”). Most of those changés are not relevant to this appeal'. Butone ' |

is — the one about how damages are calculated when stock prices récovery quickly

in the wake of a company’s curative disclosure.”®

*"Oran, 226 F.3d at 282 (emphasis added).
%See 15 U.S.C. § 78u-4(e).
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With the bounce-back provision, Congress has said unequivocally ‘that ,

if a plaintiff sold within days of the curative disclosure that plaintiff géts ihe
| b

differerice between the price he or she paid and the mean trading p'rice for the security
from the day the curative disclosure was made until the day plaintiffsoid his or her
sec;urity. Thus, it simply cannot be that when a stock pfice recovers quickly but many .
class members have sold immediately after the curative disc]dsure, thos¢ class
members cannot state a claim for relief. Because even cases of quick ’pr»icé r‘ecof/ery |
can make out a case for damages, Congress presumed away what defepdaﬁts argued
so hard to establish: that quick price recovery obviates materiality.

This is so because materiality is a predicate to damag}es.99 Congress is
presumed to know caselaw when it passeé statutes.'® ConseqUently,'C‘ong‘res‘s is

presumed to know how courts, for years, have interpreted the federal securities laws:

a securities plaintiff must first plead and prove materiality as a predicate to damages.

%See Abelson v. Strong, 1987 WL 15872, at *2 (D. Mass. July 30, 1987)(“As
long as a plaintiff can prove that he suffered an injury that was caused by defendant
(and prove materiality, which is an objective requirement and scienter), he is entitled
torecover resulting damages.”); Batchelorv. Legg & Co., 52 F.R.D. 545,548 (D.Md.
1971)(“[T]here are a number of different elements which a plaintiff must prove if he
is to be entitled to money damages, including falsity and materiality.”). |

'0See, e.g., Slatin v. Stanford Res. Inst., 590 F.2d 1292, 1293 (4" Cir. 1979).
29




In short, even temporary dips in steck_ price make out a case fqr-
materiality and damages under the Exchange Act. In ruling otherwise, the district
}c’our‘t ignored what should have been obvious under the Reform Act’s bounce-beck
provision.

" D.  The District Court Erred When It Relieved Defendants-
Appellees Of Their Burden To Plead And Prove Negative
Loss Causation, An Affirmative Defense That Securities Act
§ 11(e) Provides Against Claims Under Securities Act § 11(a).

Securities Act § 11(a) lets securities buyers sue when a registration
statement makes a false or misleading statement or omissien. Unlike Exchange Act
§ 10(b), however, Securities Act § 11(a) does not require plaintiffs to plead or brove
thatthe miss‘tatemen.t. or omissien caused them to lose meney. Instead, Securities Act |
. § 11(a) presumes loss causation. But all is not lost for defendants under § 11(a).
Secufities Act § ll(ej provides those defendants an affirmative defense called

‘negative loss causation.'® To that end, Securities Act § 11(e) “does not focus on the

~ causal relationship between the misstatement and the original purchaSe, but rather on

| - 19'See, e.g., McMahan & Co. v. Wherehouse Entertainment, Inc.,65F.3d 1044,
1047-48 (2™ Cir. 1995) (explaining negative loss causation as an affirmative
defense); Akerman v. Oryx Comm., 810 F.2d 336, 340 (2™ Cir. 1987) (same); see also
1 THOMAS LEE HAZEN, THE LAW OF SECURITIES REGULATION, PRACTITIONER
TREATISE SERIES § 7.5[2][B] (4™ ed. 2002) (explaining “negative causation defense”).
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the relationship between the mlsstatement and any subsequent decline in Value 102

~“Aswithany other affirmative defense, however, it is the deferfdants who

bear the burden to both plead and prove that § 11(e) defense in an attempf to mitigate

4 L

or avoid § 11(a) damages altogether.'”

But the ‘dis“trict court effectively 'relievéd ’
MCG of its burden when it reasoned that the post-announcement price reco?ery
demonstrated a lack of harm, that investors were still buying shares'of thé company,
and that the company, in the district court’s opinion, remained a good Iinvestmen.t.”’“.
For that reason alone, the district court’s ruling on Greenhouse’s § 1 i(a) claim shouid
be reversed.‘

{

III. THE DISTRICT COURT ERRED UNDER BASIC vPJRINCIPLES OF
RULE 12(b)(6) WHEN THE COURT FOUND MITCHELL’S LIE
IMMATERIAL WHEN TOLD.

When defendants move to dismiss under Rule 12(b)(6) that a district

court cannot weigh evidence. Nor can a district court deny non-movants favorable

inferences from the facts alleged. Moreov'er, if the facts alleged are true (and the

- "%4kerman v. Oryx Comm., Inc., 609 F. Supp. 363, 368 (S.D.N.Y. 1984), aff’'d
810 F.2d 336 (2™ Cir. 1987).

'®Adair, 1998 WL 142353, at *7 (“Finally, the Court rejects defendants’
attempt to Shlft thelr Sectlon 11(e) burden to plaintiffs[.]”) (collectmg cases).

'] A. at 148, 149, 150 (Transcript p. 6, In. 2-13, 19-25; p. 7, lnl -2.;p. 7 In.
24-25;p. 8, In. 1-7).
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~ court must assume they are true’on a motion to dismiss), the question is whether the
facts alleged state a claim.'® The question is not which party might ultimately prevail
on the claim. But here, that is just how the district court viewed the question.'%

A. The District Court Could Not Find Mltchell’s Lie Immaterial
Wlthout Welghmg Evidence.

" In dismissing the Complaint, the distﬁct court found Mitch_ell’é lie
irrllmatve‘i'ial‘.'07 ‘The"tran'script leaves no doubt that, to sé' find, the district court
- weighed evidence. This is so for at least three reasons; First, the district court relied
almost éxclusiVely on tﬁe fact that MCG’s stock priée; after plummeting onrevelation
of Mitéhell’s lie, purportedly recovered in abouf six weeks.!”® Second, the district
* court also heavily Weighted Mitchell’s “long track record of successful work in the

field” and concluded that “whether [Mitchell] had a college degree or not is really

. - ' See Ryder Energy Dist. v. Merrill Lynch Commodities, Inc., 748 F. 2d 774,
779 (2“‘jl Cir. 1984) (function of motion to dismiss under Rule 12(b)(6) is “not to assay *
the weight of evidence™); see also Saiffullah v. Johnson, No.91-7113, 1991 WL

240479 (4" Cir. Nov. 20, 1991) (reversing grant of motion to dismiss because district |

court weighed evidence and, in so doing, “essentially rendered a judgment on the
 merits”); ¢f. Amplex of Md., Inc. v. Outboard Marine Corp., 380 F.2d 112, 113 (4™
Cir. 1967) (noting that district judge was free to weigh evidence because the
- “submission was not analogous to presentation[] on [a] motion[] to dismiss”).

16500 T.A. at 148 (Transcript p. 6, In. 19-23).
07) A. at 152 (Transcript p. 10, In. 7-23).
%8 A. at 148 (Transcript p. 6).
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| immaterial.”'® Third, the district court also discounted the market’s immediate
rea_ction td Mitchell’s lie.

The court erred because, first, to find as the court did, the céurt
necessarily rejected any other causal factors for price recovery other tﬁan the -
‘ pufported inimﬂeriality of Mitchell’s lie. Sec.ond? in weighing Mitchell’s track
record, the court discounted all of MCG’s statemehts about how important Mitc'hell
was to MCG, and the court discounted the punitive measures that MCG’s board tocl)k}
against Mitchell when it discovered Mitchell’s lie. Thé district court presumed,
}wi.th'o‘u;t‘ the bex;eﬁt of discovery (something ixnaVailable until the motion to dismiss
is reéolved) that the only factor of concern was Mitchell’s credibility.'

How thé' court made that ﬁndihg' while "remaining faithful to Rule
‘ 1.2v(b)_(6) defies justi.ﬁcation. Note what fhe district court said:

[t]he stock begins to rebound almost immediately. No
other false statements are developed. And, in fact,as [ -

- understand it, this event occurred in early November, and

by December, within less than two months after the

- statement is revealed, the stock is trading higher than it

was trading at when it was first issued, at a time when the |
whole market was going down.'"!

13.A. at 149 (Transcript p. 7). |

'9].A. at 147-48 (Transcript p. 5-6).

"7J.A. at 148 (Transcript p. 6, In. 2-8 (emphasis added)).
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The district court keyed in on the purported fact that the “stock beg[an] to rebound
almost immediately” and that “within less than two months after [Mitchell’s lie] is
revealed, the stock is trading higher[.]” The only way that the district could leap from
those purported facts to a finding of fact about immateriality was to make a big
factual assumption: that, in our incredibly complex‘securities markets with gigabytes_.
of information flowing daily, no factor other than the purported immateriality of |
Mitchell’s lie caused “the stock to trade higher[.]”

Another excerpt from the transcript is perhaps even more telling. The
court concluded that Mitchell’s lie did not matter; only the media hype -sufrounding
the episode mattered:

And, you know, what the defendants have
argued is it wasn’t the fact that was the
problem. It was the spin or the concern that
that fact was generating in the media, etc.,
and once it cooled down, the fact made no -
difference.'’? |

What was or was not “the problem” is far afield from what may be

considered under Rule 12(b)(6). The district court simply could not conclude with

the kind of certainty that this Circuit requires that “spin” or “concern,” as opposed to.

materiality of Mitchell’s, lie caused MCG’s stock price to plummet.

"2 A. at 149, 150 (Transcript p. 7, In. 24-25; p. 8, In. 1-2 (emphasis added)).
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The district court’s'analysis here is espécialiy troubling in this securities-
fraud case because in securities-fraud cases, there is no di,scovery until after the court
fes_olvés‘ the motion to dismiss.'” Thus, in resisting defendants’ motion to disrrﬁSs, |

the plaiﬂtiffs, could present no expert affidavit about other causal factors that could
| hév.e l_ed‘ MCG’S stock price out of the baserréent. Doing so would have béen_
: 'ifnpefrrii‘ssible under Rule 12(b)(6). |

B.  The District Court Denied Greenhouse Favorable Inferences
About Materiality.

Opposing MCG’s motion to dismiss, Plaintiffs-Appellants emphésized
'the‘_ ﬁaréh .measu'res‘that MCG’s board took againét Mitchell, MCG’s patriarch, Whén
ifleafnéd that Mitchell had misled iﬁvestors about his qualifications. But the district
c‘ourt disregarded the reaction of MCG’s board. The bqard forced Mitchell to resign
as‘C.EO, to répay a bonus, and to forfeit another bonus. The district court did not
,eXp.la'i‘n why the judgment of MCG’s board - all of whom likely qualify és '.
. ‘so‘phis.ticated (and reasonable) investors under the federal securities laws — was not
at all relevant to materiality. Surely a jury would consider that information :elevant

to any finding about materiality.

' See 15 U.S.C. § 77z-1(b)(1), § 78u-4(b)(3)(B) (discovery-stay provisions).
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Moreover, the district court turned a blind eye to the litany of warnings

by MCG about how important Mitchell (credentials and ali) was‘ to the Company |
Nor did the district court explain why, to a certainty, Mitchell’s pﬁrported Economiés
degree was immaterial. As noted earlier, Mitchell did not claim to posséss a degree
far afield from his work for MCG. Quite the contrafy, Mitchell claimed to'poésess ‘
a degree inextricably tied to his work on MCG’s investment and credit committees
— key committees according to MCG’s public filings.

To say that a lie about qualifications raises no inferences about |
materiality favorable to Greenhouse defies caselaw under both Rule 12(b)(6) and the
federal-securities law. But here is what the court said:

... the simple fact is that it’s very hard to argue that a

false statement, that is, the statement itself, not the

inferences and the other things one draws from it, but the

statement itself, the fact that is misrepresented, that fact

could be that material to the investing public if, in fact,

the stock rebounded that quickly.'"
On the contrary, Plaintiffs-Appellees should be afforded the'favor_able inferences
discussed above. The “inferences and the other things one draws from [Mitchell’s
lie]” go to Mitchell’s credibility. On its motion to dismiss, MCG did a commendable

job of coaxing the district court into reversible error by arguing that credibility is not

'“J.A. at 148, 149 (Transcript p. 6, In. 22-25; p. 7, In. 1-2 (emphasis added)).
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mat‘erial.”5 But for at least forty years, the SEC has said otherwise.''® The district
court should have too, but it did not.
CONCLUSION
For the foregoing reasons, Plaintiffs-Appellants respectfully reqﬁest that
this _Cdlirt_ reverse the decision of the district court dismissing the Complaint with

_ prejudice, remand the case with instructions to proceed consistent with this Court’s

- o _Qpin"i_on',_ and award Plaidtiffs-Appe]lants their costs for this appeal.
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