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Summary

Pension funds that serve as Lead Plaintiffs in a class action securities lawsuit should
understand that the class certification stage is a hurdle to jump over. The recent Second
Circuit decision: Ark. Teacher Ret. Sys. v. Goldman Sachs Grp., Inc., 2023 U.S. App.
LEXIS 20815 (2d Cir. Aug. 10, 2023), is an illustration on how a class can become
decertified.

For securities class actions that survive a motion to dismiss, the class certification motion stage is
typically the next opportunity for defendants to defeat the class claims. A recent Second Circuit
decision shows how a defendant’s price impact defense can rebut a presumption of reliance and
defeat class certification.

To prevail on a claim under Section 10(b) of the Securities Exchange Act of 1934, a plaintiff must
prove, among other things, a material misrepresentation or omission by the defendant and the
plaintiff's reliance on that misrepresentation or omission. As to reliance, plaintiffs may invoke the
“fraud on the market theory.”
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The fraud on the market theory is based on the principle that “stock trading on theoretically efficient
markets like the New York Stock Exchange or Nasdaq incorporates all public, material information,
including material misrepresentations, into its share price.” A market is considered “efficient,”
generally, if the shares are actively traded in the market. Defendants can rebut the presumption of
an efficient market by severing the link between the misrepresentation and the price paid by
plaintiffs for publicly traded securities.!

On August 10, 2023, the Second Circuit Court of Appeals issued an order to decertify a class action
securities lawsuit against Goldman Sachs.? The lawsuit has been ongoing for over a decade and
stems from allegations of conflicts of interest related to collateralized debt obligations (CDOs) and
an enforcement action by the U.S. Securities and Exchange Commission (SEC) against Goldman
Sachs.

The Plaintiffs in the lawsuit alleged that Goldman Sachs maintained an inflated share price caused
by misrepresentations and omissions concerning Goldman Sachs’ business principles and
conflict-of-interest policies. The Plaintiffs further alleged that the true facts were revealed to the
market when the SEC sued Goldman Sachs on April 16, 2010 “for making material misleading
statements and discussions in connection with” ABACUS 2007 AC-1. The next day, Goldman Sachs’
stock price declined 12.79% from $184.27 to $160.70 per share.®

In addition, on April 30, 2010, Goldman Sachs’ stock price dropped another 9.39% following a
report from The Wall Street Journal that Goldman was under investigation by the Department of
Justice for its purported role in unspecified CDOs.*

Because Goldman Sachs’ stock price had not risen contemporaneously with the false statements
concerning Goldman’s business principles and conflict-of-interest policies, the Plaintiffs were
proceeding under the theory that Goldman Sachs’ false statements enabled Goldman Sachs to
‘maintain” the inflation in its shares. Under the “inflation-maintenance theory,” price impact is the
amount of price inflation maintained by an alleged misrepresentation—in other words, the amount
that the stock’s price would have fallen if Goldman had spoken the truth about its principles and
policies.®

In Goldman, the District Court had on June 12, 2012 denied in part Goldman Sachs’ motion to
dismiss the complaint and subsequently certified on September 24, 2015 the class action. Although
interlocutory appeals from the denial of a motion to dismiss are not generally allowed, a defendant
pursuant to Fed. R. Civ. P. 23(f) may seek to appeal to a circuit court a district court order granting
class certification. On January 26, 2016, the Second Circuit granted Goldman Sachs’ request to
appeal the September 24, 2015 District Court order granting class certification, and subsequently
affirmed the District Court’s certification. However, the Supreme Court granted certiorari and in
2021 vacated the Second Circuit’s decision and remanded with instructions to consider the
‘generic” nature of the alleged misrepresentations.

The Supreme Court held in 2021 that district courts should consider all probative evidence in
assessing price impact and clarified that courts may consider the generic nature of
misrepresentations at class certification “regardless whether the evidence is also relevant to a merits
qguestion like materiality.”® Courts were directed to compare, at the class certification stage, the
relative genericness of a misrepresentation with its corrective disclosure.’

1 Ark. Teacher Ret. Sys. v. Goldman Sachs Grp., Inc., 2023 U.S. App. LEXIS 20815, 41d. at *14.

at “18 (2d Cir. Aug. 10, 2023) (“ATRS I1I") (citing Basic Inc. v. Levinson, 108 S. Ct. 5 Goldman Sachs Grp., Inc. v. Ark. Tchr. Ret. Sys. (Goldman), 141 S. Ct. 1951,
978, 991 (1988)). 1961 (2021).

2 ATRS Ill at *18. 6 1d. at 1959.

3 ATRS Ill at *13-14. 7 ATRS Ill at *8.
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[T]hat final inference—that the back-end price drop [at the end of the class period] equals
front-end inflation [at the beginning and during the class period] —starts to break down
when there is a mismatch between the contents of the misrepresentation and the
corrective disclosure. That may occur when the earlier misrepresentation is generic (e.g.,
‘we have faith in our business model") and the later corrective disclosure is specific (e.g.,
"our fourth quarter earnings did not meet expectations"). Under those circumstances, it is
less likely that the specific disclosure actually corrected the generic misrepresentation,
which means that there is less reason to infer front-end price inflation—that is, price
impact—from the back-end price drop.®

Although the Supreme Court in an earlier opinion held that district courts should not consider the
materiality of a false statement or omission in deciding class certification®, it determined in the 2021
Goldman decision that in assessing price impact a district court could consider the “generic” nature
of the allegedly misleading statement. The Supreme Court explained, the "generic nature of a
misrepresentation often will be important evidence of a lack of price impact, particularly in cases
proceeding under the inflation-maintenance theory" and that is true "regardless whether that
evidence is also relevant to a merits question like materiality.""°

On remand, the District Court certified the class. On appeal, the Second Circuit had to assess the
generic nature of Goldman Sachs’ business principles statements, consistent with the Supreme
Court’s 2021 guidance on the “fraud-on-the-market” theory, and whether a reasonable investor
would have relied on the truth of those statements.

The Second Circuit agreed with Goldman Sachs that the District Court failed to meaningfully apply
the inflation-theory framework established by the Supreme Court because there was no evidence
that investors relied on Goldman Sachs’ generic statements of its business principles and conflict
management. Among other things, Goldman Sachs demonstrated that during the alleged period of
price inflation, 880 analyst research reports were issued and not one referenced Goldman Sachs’
business principles or conflict management.?

8 Goldman, 141 S. Ct. at 1961 (2021).

9 Amgen Inc. v. Conn. Ret. Plans & Trust Funds, 133 S. Ct. 1184 (2013).
10 Goldman, 141 S. Ct. at 1960-61.

11 ATRS Ill at *32.

121d. at *68.
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The Second Circuit further indicated that the District Court erred in construing Goldman Sachs’
generic statements of business principles along with the challenged statements about conflicts
controls. It reasoned those statements were disseminated to shareholders “in separate reports at
separate times” with no evidence the statements “piggybacked” off each other.™

The Second Circuit decision provides guidance for future cases. The Second Circuit states that a
searching price analysis must be conducted when “1) there is a considerable gap in
front-end-back-end genericness, as the district court found here, (2) the corrective disclosure does
not directly refer...to the alleged misstatement, and (3) the plaintiff claims, as plaintiffs claim here,
that a company's generic risk-disclosure was misleading by omission.”™

It will be interesting to see how this Second Circuit opinion will impact securities litigation cases
moving forward. As indicated above, the decision adds important guardrails to the
“‘inflation-maintenance” theory of securities fraud.

131d. at *41-42.
14 1d. at *62-63.
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About Wolf Popper LLP

Wolf Popper is a leading complex litigation law firm that
represents clients in high stakes individual and class action
litigations in state and federal courts throughout the United
States. The firm specializes in securities fraud, mergers and
acquisitions, consumer fraud litigation, healthcare litigation,
ERISA, and commercial litigation and arbitration. Wolf Popper
was founded in 1945, and is headquartered in New York City.
Wolf Popper also has offices in Houston, Texas; Chicago and
Springfield, lllinois; Boston, Massachusetts; and San Juan,
Puerto Rico.

Wolf Popper’s attorneys are experienced litigators, many of
whom have prior experience at AmLaw 100 firms or in
government agencies. Wolf Popper’s reputation and expertise
has been repeatedly recognized by courts, which have
appointed Wolf Popper and its attorneys as lead counsel in
complex litigations throughout the country. Over the past
seventy-five years, Wolf Popper has recovered billions of
dollars for its clients.

Wolf Popper was one of the first laws firms in the United States
to develop a class action securities litigation practice. The
practice was founded in 1958, and grew out of the Firm's
historical commitment to protecting the rights of individuals.
Wolf Popper’s long-established role in the securities bar
provides its clients with an understanding and insight into
federal securities and state fiduciary duty laws that could only
be obtained through years of practice in the fields.

Wolf Popper provides a range of services which are designed
to aid shareholders seeking to recover damages related to
fraud and other corporate misconduct, as well as shareholders
who seek to advocate for improved corporate governance.

Wolf Popper routinely represents damaged and defrauded
institutional and other large investors in class action and
individual securities litigations. Wolf Popper is regularly
appointed lead or co-lead counsel in complex securities
litigations. Wolf Popper is very selective in the cases it litigates.
The Firm’s careful factual and legal research and selective
prosecution has resulted in a significant percentage of the
securities litigations in which the Firm is involved being
sustained over, or being settled prior to a decision on, a motion
to dismiss. Wolf Popper regularly litigates cases alleging
materially false and misleading statements in violation of the
federal securities laws, as well situations involving as other
corporate misconduct, such as (i) excessive compensation
being paid to a company’s management; (i) self-dealing
transactions between a company and its management or
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directors; or (iii) where a majority/controlling shareholder seeks
to cash out the public, minority shareholders at a grossly unfair
price or in a manner that compromises the process necessary
to ensure that the public shareholders are treated fairly.

Wolf Popper’s portfolio monitoring service aims to educate the
Firm institutional investor clients about securities litigation and
corporate misconduct issues that impact their investment
portfolios.  The Firm provides monthly and case specific
reports related to current litigations and disclosures of potential
fraud or other corporate misconduct. Wolf Popper also
provides clients with monthly reports of recently reached class
action settlements to help clients identify settlements in which
they might be entitled to participate.

Wolf Popper serves as a trusted advisor to institutional
shareholders, and strives to help board members, directors,
administrators, and other fiduciaries meet their duties and
responsibilities to protect fund assets and mitigate the risks
and liabilities. Wolf Popper represents a number of state,
county, and municipal pension funds as well as Taft-Hartley
plans and other sophisticated institutional investors. Wolf
Popper's portfolio monitoring services are provided to
institutional investors at absolutely No Out-of-Pocket Cost and
Risk Free. Wolf Popper provides litigation services to
institutional investors on a contingent fee and non-recourse
basis.

Wolf Popper has a long history of representing international
clientele. Wolf Popper’s office in San Juan, Puerto Rico
provides the firm with a gateway to the civil law system in Latin
America and Europe; Wolf Popper has working relationships
with firms throughout those jurisdictions. Latin American
institutional investors worldwide can expect fully bilingual
services in portfolio monitoring and securities litigation from
diverse and experienced attorneys.

Wolf Popper’s founders always recognized the value of a
workforce comprised of talent across the demographic
spectrum. The Firm has been committed to diversity and
inclusion and gender equality since its inception and is proud
to continue to embrace that tradition of inclusion to the benefit
of the Firm and the clients we serve.

To learn more, please visit us at www.wolfpopper.com, or email
us at outreach@wolfpopper.com.
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