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THE CORE OPERATIONS INFERENCE

The heightened scienter pleading requirement in securities fraud actions may be
satisfied, some courts have held, where allegations relating to “core operations” give rise
to a strong inference that key executives knew, or were reckless in not knowing, that the
challenged public statements were false or misleading. Other courts, however, have
rejected such inferences where the allegations are that defendants “must have known”
simply because of their high offices. The authors trace the development of the doctrine.

By Jared L. Kopel and Maulik Shah *

The Private Securities Litigation Reform Act of 1995
(PSLRA) established stringent pleading requirements for
securities fraud claims. Plaintiffs are required to allege
facts that give rise to a strong inference that defendants
knew, or were reckless in not knowing, that their
statements were materially false when made. Following
enactment of the PSLRA, federal courts have struggled
to determine what inferences satisfy this standard.

This article addresses one method of inferring scienter
known as the “core operations” inference. The core
operations inference is predicated on the assumption that
corporate executives may be deemed legally to have
been knowledgeable about critical facts concerning their
company’s “core” business operations. Thus given the
nature of the alleged misstatement (e.g., inflated sales
figures), an inference may be drawn that a particular
defendant, because of his or her position in the company
(e.g., Vice President of Sales), must have known, or was
reckless in not knowing, that the statement was
materially false or misleading.

This article traces the development of core operations
jurisprudence. In sum, courts do not find the core
operations inference sufficient when the allegations
suggest nothing more than the position of the defendant;
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when falsity turns on technical application of rules (such
as accounting principles); or when the fraud is otherwise
not obvious. Courts find the core operations inference
persuasive when information contradicting the
challenged statements was obvious and easily available;
when defendants had represented that they were
involved in the transactions or processes underlying the
challenged statements; or when the alleged fraud was
pervasive throughout the company. Even when courts
accept the core operations inference, however, they still
require significant factual support to satisfy the scienter
pleading standard.

BACKGROUND TO CORE OPERATIONS INFERENCE

“Strong Inference of Scienter” Becomes a
Requirement for Securities Fraud

Securities fraud is actionable under Section 10(b) of
the Securities Exchange Act of 1934, which makes it
unlawful to use “any manipulative or deceptive device or
contrivance in contravention of such rules and
regulations” prescribed by the Securities and Exchange
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Commission." The Supreme Court has held that a claim
for securities fraud requires proof of scienter — an “intent
to deceive, manipulate, or defraud.”?

Although the Supreme Court established scienter as a
required element of the claim, it did not alter the
pleading requirements — i.e., the facts a plaintiff must
allege in the complaint to state a claim. Until 1995, the
scienter pleading requirements were governed by Rule
9(b) of the Federal Rules of Civil Procedure, which
provided that “malice, intent, knowledge, and other
conditions of a person’s mind may be alleged
generally.”® In 1995, to curb “abusive practices
committed in private securities litigation,” and, in
particular, “fraud by hindsight,” Congress enacted the
PSLRA. Among other changes to the securities fraud
landscape, the PSLRA established heightened pleading
standards that require a complaint to “state with
particularity facts giving rise to a strong inference that
the defendant acted with the required state of mind.”*

Courts Adopt and Reject the Core Operations
Inference

In determining which facts gave rise to a strong
inference of scienter, the district court in Epstein v.
Itron, Inc.’ was the first to articulate what has become
known as the core operations inference. The Epstein
court held that “facts critical to a business’s core

"15Us.C. § 78j(b). Acting under the authority granted to it by §
10(b), the SEC promulgated Rule 10b-5. 17 C.F.R. § 240.10b-
5. The Supreme Court has held that “[the] scope of Rule 10b-5
is coextensive with the coverage of § 10(b).” SEC v. Zandford,
535U.S. 813, 816 n.1 (2002).

2 Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 (1976).

3 Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 320
(2007) (quoting Fed. R. Civ. Proc. 9(b)).

4 15U.8.C. § 78u-4(b)(2).

> 993 F. Supp. 1314 (E.D. Wash. 1998). The principles
underlying the core operations inference may be traced to earlier
decisions. See, e.g., Cosmas v. Hassett, 886 F.2d 8 (2d Cir.
1989) (attributing to directors knowledge of recently imposed
import restrictions that directly affected company’s prospective
sales). However, Epstein is the first decision to refer to this
argument as the “core operations” inference.
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operations or an important transaction generally are so
apparent that their knowledge may be attributed to the
company and its key officers.”® Following this premise,
given the nature of the false statement and the role or
position of the defendant making the statement, it defies
credulity to hold that he could have been unaware of its
falsity (or not reckless in his ignorance). For example,
the representations at issue in Epstein concerned the
capabilities of the company’s flagship products. The
court stated that “If it is true as Plaintiff alleges, that
Itron’s core product is technologically incapable of
meeting requirements that are central to Itron’s
continued survival as a business entity, it can be strongly
inferred that key officers like [the CEO] had knowledge
of this fact.”’

After Epstein, several district courts accepted the core
operations inference,® while other courts rejected it.” In

6 1d. at 1326.
"Id.

8 See, e.g., In re Ancor Commc 'ns, Inc., 22 F. Supp. 2d 999, 1004
(D. Minn. 1998) (citing Epstein) (imputing to CEO, CFO, and
chairman knowledge of potential incompatibilities between
company’s products and those of its largest buyer); In re Aetna
Inc., Sec. Litig., 34 F. Supp. 2d 935 (E.D. Pa. 1999) (the size
and nature of a recent merger and the positions held by two
management defendants provided strong circumstantial
evidence that the management defendants — but not the outside
director defendants — knowingly misrepresented the success of
the integration and its financial impact on the company); Danis
v. USN Commc 'ns, Inc., 73 F. Supp. 2d 923, 939 (N.D. 11l
1999) (problems with the company’s billing systems and
revenue and sales figures which were “readily discovered by
potential acquirers . . . can be presumed to be known to a
company’s management and directors.”).

See e.g., In re Criimi Mae, Inc., Sec. Litig., 94 F. Supp. 2d 652,
661 (D. Md. 2000) (allegations that defendants “held positions
of control within [Criimi], were responsible for its core

9

operations, and were involved in [Criimi’s] day-to-day
activities” were insufficient to give rise to a strong inference of
scienter, because “[i]f they were, every corporate executive who
participates in the day-to-day management of his company
would be exposed to liability for securities fraud.”); /n re Read-
Rite Corp. Sec. Litig., 2000 WL 1641275, *6 (N.D. Cal. Oct. 13,
2000).
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particular, in In re Read-Rite Corp. Sec. Litig., the
district court dismissed the complaint after concluding
that the PSLRA required plaintiffs to make specific
factual allegations of defendants’ contemporaneous
knowledge of the information contradicting the
company’s public disclosures. In light of this
particularity requirement, the district court expressly
questioned the validity of the core operations inference
articulated in Epstein.'® The Ninth Circuit affirmed the
district court’s decision.'" Citing its decision in I re
Silicon Graphics Inc. Securities Litigation, the court
reaffirmed its view that the PSLRA requires plaintiffs to
plead “particular facts” that give rise to a “strong
inference” of scienter.'? The court rejected the Epstein
inference that facts critical to a business’s core
operations or an important transaction generally are so
apparent that their knowledge may be attributed to the
company and its key officers.”> The court held that
while it may be “reasonable” to infer scienter in such a
situation, it was not sufficient to satisfy the strong
inference standard required by the PSLRA."

THE CORE OPERATIONS INFERENCE AFTER
TELLABS

The Supreme Court Orders a Holistic Analysis of
Scienter Allegations

Because the PSLRA did not define the scope of a
“strong inference” of scienter, lower courts had applied
. . . 15 .
varying interpretations. ~ The issue was addressed by

' In re Read-Rite, 2000 WL 1641275 at *6.
" In re Read-Rite Corp., 335 F.3d 843 (9th Cir. 2003).

12 1d. at 846 (citing In re Silicon Graphics Inc. Sec. Litig., 183
F.3d 970, 983 (9th Cir.1999)).

13 14 at 848.

' The Ninth Circuit’s decision in /n re Read-Rite was consistent
with its prior decision in /n re Vantive Securities Litigation,
283 F.3d 1079, 1087-88 (9th Cir.2002). In Vantive, plaintiffs
alleged that internal company reports contained information
contrary to the public statements of management, who must
have known of the reports because of their “hands-on
managerial style.” In re Vantive, 283 F.3d at 1087-88 (internal
quotations omitted). The court held that these allegations did
not meet the PSLRA’s requirements because management’s
knowledge of the reports could not be inferred from the general
allegation that management was informed about important
issues concerning the company. /d. The Ninth Circuit
reaffirmed its rejection of the core operations theory in In re
Apple Computer, Inc., 127 Fed.Appx. 296, 300-303
(9th Cir. 2005).

' The Third Circuit held that it was “sufficient for plaintiffs [to]
plead scienter by alleging facts establishing a motive and an
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the Supreme Court in Tellabs, Inc. v. Makor Issues and
Rights, Ltd., after the Seventh Circuit held that a
complaint would survive if it “alleges facts from which,
if true, a reasonable person could infer that the defendant
acted with the required intent.”'® The Supreme Court
reversed, holding that to qualify as “strong” an
“inference of scienter must be more than merely
plausible or reasonable — it must be cogent and at least
as compelling as any opposing inference of
nonfraudulent intent.”'” More importantly, the
complaint must be considered in its entirety to determine
whether all of the facts alleged, taken collectively, give
rise to a strong inference of scienter; allegations are not
to be analyzed in isolation. '®

The Seventh Circuit Accepts the Core Operations
Inference

On Tellabs’s remand from the Supreme Court, the
Seventh Circuit found that the complaint sufficiently
alleged scienter because the statements at issue had been
made by the CEO and pertained to the sales of the
company’s flagship products. " Judge Posner, writing

footnote continued from previous column...

opportunity to commit fraud, or by setting forth facts that
constitute circumstantial evidence of either reckless or
conscious behavior.” In re Advanta Corp. Sec. Litig., 180 F.3d
525, 534-35 (3d Cir. 1999) (internal quotes and citations
omitted). The Sixth Circuit held that “plaintiffs may plead
scienter in § 10b or Rule 10b-5 cases by alleging facts giving
rise to a strong inference of recklessness,” but not by alleging
facts merely establishing that a defendant had the motive and
opportunity to commit securities fraud. /n re Comshare Inc.
Sec. Lit., 183 F.3d 542, 549 (6th Cir. 1999). The Ninth Circuit
held that a strong inference required facts that came “closer to
demonstrating intent, as opposed to mere motive and
opportunity.” In re Silicon Graphics, Inc. Sec. Lit., 183 F.3d
970, 974 (9th Cir. 1999). The Second Circuit adopted a self-
described “middle ground,” stating that a strong inference “may
arise where the complaint sufficiently alleges that the
defendants: (1) benefitted in a concrete and personal way from
the purported fraud; (2) engaged in deliberately illegal
behavior; (3) knew facts or had access to information
suggesting that their public statements were not accurate; or
(4) failed to check information they had a duty to monitor.”
Novak v. Kasaks, 216 F.3d 300, 311 (2nd Cir. 2000) (citations
omitted).

19437 F.3d 588, 602 (7th Cir. 2006).

17 Tellabs, Inc., v. Makor Issues & Rights, Ltd., 551 U.S. 308, 309

(2007).
8 1d.

19 Makor Issues & Rights, Ltd. v. Tellabs, Inc., 513 F.3d 702, 710-
11 (7th Cir. 2008).
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for the court, stated that “[I]s it conceivable that [the
CEO] was unaware of the problems of his company’s
two major products and merely repeating lies fed to him
by other executives of the company? It is conceivable,
yes, but it is exceedingly unlikely.” Importantly, Judge
Posner held that the allegations sufficiently alleged
scienter against the CEO even though there were no
allegations that the CEO actually knew the statements
were false. Judge Posner explained, “[sJuppose General
Motors announced that it had sold one million SUVs in
2006, and the actual number was zero. There would be a
strong inference of corporate scienter, since so dramatic
an announcement would have been approved by
corporate officials sufficiently knowledgeable about the
company to know that the announcement was false.”*’
Thus the Seventh Circuit interpreted Tellabs’s holistic
scienter mandate as encompassing the core operations
inference.

The Ninth Circuit’s Schizophrenic Approach to the
Core Operations Inference after Tellabs

Following Tellabs, the Ninth Circuit issued two
conflicting opinions regarding its view on the core
operations inference. In Berson v. Applied Signal
T echnology,21 plaintiffs brought a shareholder class
action alleging that Applied Signal failed to disclose the
existence of stop work orders on two government
contracts that represented 80% of the company’s annual
revenue. Plaintiffs alleged that Applied Signal’s CEO
and CFO must have known about these stop work orders
because of their “devastating effect on the corporation’s
revenue.”>> The Ninth Circuit held that these claims
sufficiently alleged scienter, stating that because the
CEO and CFO allegedly “were directly responsible for
Applied Signal’s day-to-day operations” it would be

2% 1d. This particular example has been erroneously cited as
evidence of “corporate scienter.” Corporate scienter, however,
is a different theory than core operations. Corporate scienter
attempts to establish scienter of the corporate defendant — not
of an individual defendant — by alleging that employee A made
a false statement which employee B knew to be false. Here,
although the court employed the language of “corporate
scienter” its analysis was focused not on whether “someone” at
the corporation must have known, but on whether the CEO,
named as a defendant, must have known of the alleged falsity
of the corporate disclosures.

21527 F.3d 982 (9th Cir. 2008).
22 1d at 987.
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“absurd to su%gest” that they were unaware of the stop
work orders.”

Shortly after Berson, however, the Ninth Circuit
issued a seemingly contradictory opinion in Metzler
Investment, GMBH v. Corinthian College, Inc.**
Metzler concerned a Section 10(b) claim arising from the
alleged fraudulent enrollment at for-profit universities
operated by the company.” Plaintiffs alleged that
Corinthian maintained a computer information system
that would have revealed the fraudulent enrollments and
that Corinthian’s CEO, CFO, and COO must have
known that the enrollment numbers were inflated
because enrollment was the key earnings driver.”® The
court disagreed, finding that “corporate management’s
general awareness of the day-to-day workings of the
company’s business does not establish scienter — at least
absent some additional allegation of specific information
conveyed to management and related to the fraud.”?’

The apparent conflict between Berson and Metlzer
may be reconciled by the distinction in the transparency
and accessibility of the alleged fraud. In Berson,
knowledge of a single key fact (the stop work orders)
that had an enormous impact on the company (curtailing
the source of 80% of its revenues) was imputed to the
CEO and CFO. In Metzler, however, the falsity
(fraudulent enrollment) was arguably committed by
lower-level employees at the company’s various
campuses. Although the company’s executives had
access to the enrollment data, mere access would not
have uncovered the fraud; rather, the executives had to
have reviewed individual applications to determine their
propriety. Thus, unlike Berson, the fraud was not
sufficiently obvious for knowledge to be imputed to
high-level executives. Nonetheless, the differing
opinions in Berson and Metzler left the status of the core
operations inference in limbo within the Ninth Circuit.

The Ninth Circuit attempted a resolution in South
Ferry LP, No. 2 v. Killinger,”™ which concerned fraud
claims against the former management of the
Washington Mutual bank. The Ninth Circuit
acknowledged that in light of Tellabs’s instruction that a
securities fraud complaint must be viewed holistically,

3 Id. at 988 (citing No. 85 Employer-Teamster Joint Council
Pension Trust Fund v. Am. W., 320 F.3d 920 (9th Cir. 2003)).

%540 F.3d 1049 (9th Cir. 2008).

» Id. at 1056.

%% Id. at 1068.

27 Id. (citing Vantive, 283 F.3d at 1087-88).
8 542 F. 3d 776 (9" Cir. 2008).
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“[a]llegations that rely on the core-operations inference
are among the allegations that may be considered in the
complete PSLRA analysis.”®® The court presented three
circumstances in which allegations concerning
management’s role in a company may be relevant in
satisfying the PSLRA’s scienter requirement:

First, the allegations may be used in any
form along with other allegations that,
when read together, raise an inference of
scienter that is “cogent and compelling,
thus strong in light of other explanations....

Second, such allegations may
independently satisfy the PSLRA where
they are particular and suggest that
defendants had actual access to the disputed
information. ...

Finally, such allegations may conceivably
satisfy the PSLRA standard in a more bare
form, without accompanying particularized
allegations, in rare circumstances where the
nature of the relevant fact is of such
prominence that it would be “absurd” to
suggest that management was without
knowledge of the matter.*’

The court remanded the case to the district court for
reconsideration in light of its opinion. On remand, the
district court found the scienter allegations against three
individual defendants — the former CEO, the CFO, and
the President of a business unit — sufficient under the
core operations inference.’’ The court initially found
that plaintiffs adequately had alleged that statements
made by these defendants concerning the “technology
problems, balanced businesses, and hedging ability were
materially false and misleading.”** After analyzing
statements by the three defendants, the court held that
they had represented that they had access to the
information that undermined their “sunny
announcements” about the company’s risk-management
capabilities.

Other Circuits Remain Mixed

Of the circuit courts to consider the core operations
inference after Tellabs, the Third Circuit has joined the

2 Id. at 784.
30 Jd. at 785-86.

3! South Ferry LP #2 v. Killinger, 687 F. Supp. 2d 1248, 1259-62
(W.D. Wash. 2009).

32 1d at 1256-57.

May 11, 2011

Seventh and Ninth Circuits in adopting the inference. In
Institutional Investors Group v. Avaya, Inc.,” the Third
Circuit imputed knowledge of the fraud to the
company’s CFO, stating:

Taken together, the extent of the alleged
discounting, the importance to the “Avaya
story” of maintaining margins, the amount
by which the second quarter results missed
expectations, the proximity of McGuire’s
statements to the end of the quarter and the
release of results, McGuire’s position as
Chief Financial Officer, and most
significantly, the content and context of the
statements themselves, give rise to a strong
inference that McGuire either knew at the
time that his statements were false or was
reckless in disregarding the obvious risk of
misleading the public.”*

The Fifth Circuit, however, adheres to the principle
that a defendant’s position within the company does not
provide an inference of scienter sufficient to satisfy the
PSLRA. In Indiana Electrical Worker’s Pension Trust
v. Shaw Group,35 the Fifth Circuit reaffirmed that its
“case law makes clear that ‘pleading[s] of scienter may
not rest on the inference that defendants must have been
aware of the misstatement based on their positions with
the company.”*® The court further stated that general
allegations of an executive’s hands-on management style
also did not give rise to a strong inference of scienter.”’

PRINCIPLES IN APPLICATION OF CORE
OPERATIONS INFERENCE

Allegations of High Office Alone Are Insufficient

In practice, courts generally have declined to find the
core operations inference sufficient when plaintiffs
merely allege that a defendant must have known about
the alleged fraud because of his executive position.*® In

3 564 F.3d 242 (3" Cir. 2009).
3 1d. at 272.

3% 537 F. 2d 527 (5™ Cir. 2008).
* 1d. at 535 (citation omitted).

1. (executive’s claim that “there is nothing in this company
that I don’t know” does not support strong inference of scienter
since it is unclear what he actually knew) (internal quotations
omitted).

38 See, e.g., 380544 Canada, Inc., v. Aspen Tech., Inc., 544 F.
Supp. 2d 199, 222 (S.D.N.Y. 2008) (defendants’ status as high-
ranking executives alone did not raise strong inference of
scienter for improper accounting, however independent acts
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Stevens v. InPhonic,” the plaintiffs alleged improper
revenue recognition. The court stated that “the
plaintiffs’ generalized assertion that the defendants’
corporate positions exposed them to ‘confidential’
information about InPhonic is insufficient to warrant an
inference of scienter in the absence of details regarding
what this information entailed, when the defendants
received it, or how it related to the alleged fraud.”*

Similarly, mere access to data is not sufficient if a
review of the data would not have revealed the fraud.*!

footnote continued from previous page...

such as secret agreements and confidential witnesses supported
a strong inference of scienter); In re Huntington Bancshares
Inc. Sec. Litig., 674 F. Supp. 2d 951, 972 (S.D. Ohio 2009)
(“The Court finds that generalized allegations of Individual
Defendants’ access to documents and internal information lack
specific facts to establish a strong inference of scienter.
Despite Individual Defendants’ alleged access to spreadsheets
on mortgages or Huntington’s lock box payment arrangement,
Plaintiffs do not allege specific facts suggestive of Individual
Defendants’ actual knowledge of any internal information that
contradicted Huntington’s public statements.”); see also, In re
Bare Escentuals, Inc. Sec. Litig., 2010 WL 3893622 (N.D. Cal.
Sep. 30, 2010) (core operations inference generally requires
more than just allegations that facts critical to a company’s core
operations must have been apparent to the key executives);
Zucco Partmers, LLC, v. Digimarc, 552 F.3d 981 (9th Cir.
2009) (same); cf. In re Ceridian Corp. Sec. Litig., 542 F.3d
240, 247 (8th Cir.2008) (finding that strong inference of
scienter could not be adequately pled based on the defendants’
executive and financial job titles alone, but rather the plaintiff
must allege specific details regarding the defendants’ actual
executive decisions that lead to the fraud).

3% 662 F. Supp. 2d 105 (D.D.C. 2009).
0 1d. at 121.

1 Metzler, 540 F.3d at 1068 (access to information regarding
enrollment statistics might not have revealed that students were
being fraudulently enrolled); /n re Novagold Res. Inc. Sec.
Litig., 629 F. Supp. 2d 272, 304 (S.D.N.Y. 2009) (declining to
infer scienter based on core operations inference where
company misrepresented accuracy of feasibility study for
mining operations because inaccuracy was not immediately
apparent); /n re Constellation Energy Grp., Inc. Sec. Litig., 738
F. Supp. 2d 614, 635-36(D.Md. 2010) (“Without additional
factual allegations that the defendants were somehow aware
that the downgrade collateral requirements were miscalculated,
or that there was a problem with the automated system, neither
Constellation, nor its officers, can be presumed to have known
of a faulty computer calculation.”); In re Accuray, Inc. S holder
Derivative Litig., 2010 WL 3447588, *11 (N.D. Cal. 2010)
(“Here, while Defendants no doubt knew how important the
backlog was to investors, not enough facts have been alleged to

May 11, 2011

In Zucco Partners, LLC v. Digimarc,42 the company had
restated its financial results due to improper accounting
for software development expenditures. Plaintiffs
sought to establish scienter by alleging that management
had access to the quarterly accounting reports. The
Ninth Circuit held that this allegation was insufficient
because the proper accounting required intimate
knowledge of the software development process.
Because errors in the accounting treatment would not
have been readily apparent to management during a
review of the numbers, there was no strong inference of
scienter.” Similarly, in Sgalambo v. McKenzie,** the
alleged fraud involved improper accounting practices.
The court stated, “[ A]lthough The [sic] Officers were
undoubtedly aware of the JOA’s accounting
requirements, there are no factual allegations to support
the inference that they were aware that [the company’s]
actual accounting procedures were defective.”*

Nor have district courts found a strong inference of
scienter when falsity or materiality turned on the
application of esoteric rules that executives were not
required to know.* In In re Medicis Pharmaceuticals.
Corp. Securities Litigation,"” the alleged fraud involved

footnote continued from previous column...

support a strong inference that, simply because of the
importance of the backlog and Defendants’ position in the
company, they knew, or were deliberately reckless in not
knowing, that accounting errors were made.”); Plumbers and
Pipefitters Local Union No. 630 Pension-Annuity Trust Fund v.
Arbitron Inc., 2010 WL 3733909 at *14 (S.D.N.Y. 2010)
(“Even assuming that the plaintiffs could rely on the core
operations doctrine, it would not allow for a ‘strong inference’
of scienter against Creamer. While general knowledge of the
PPM and its commercialization schedule could be attributed to
a high-level officer like Creamer, the plaintiffs’ claims rest on
more nuanced, small-bore details concerning individual PPM
surveys and the process of voluntary accreditation.”).

552 F.3d 981 (9th Cir. 2009).
Id.
2010 WL 3119349 (S.D.N.Y. Aug. 6,2010).

14 at *13.
46

4

8]

43

44

See, e.g., In re Cadence Design Sys. Inc. Sec. Litig., 654 F.
Supp. 2d 1037, 1049 (N.D. Cal. 2009) (finding core operations
allegations insufficient where falsity turned on technical
application of GAAP and allegations did not show deep
involvement by the individual defendants in the transactions at
issue); In re Take-Two Interactive Sec. Litig., 551 F. Supp. 2d
247,274 (SDNY 2008) (declining to impute knowledge of
video-game-rating rules to various executives of the gaming
company).

47689 F. Supp. 2d 1192 (D.Ariz. 2009).
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misapplication of Generally Accepted Accounting
Principles (“GAAP”). The court declined to infer
scienter, stating “[BJecause this interpretation of a
GAAP provision is not related to actual demand for a
product or associated business operations, there is no
basis to suggest that it would be absurd for Medicis
corporate executives to be unaware that SFAS 48’s
Footnote 3 exception was inapplicable.”48

Courts unsurprisingly decline to apply the core
operations inference when the alleged misrepresentation
did not pertain to “core” operations.* In Plumbers and
Pipefitters Local Union 719 Pension Fund v. Zimmer
Holdings, Inc.,50 the alleged fraud concerned
misrepresentations regarding two of the company’s
products. The court stated, “Plaintiff has not alleged that
the [products] were ‘critical’ to Zimmer’s ‘core
operations,’ so no inference of scienter may be
permissibly drawn from Defendants’ positions in the
company.””'

Allegations of Obvious Problems and Involvement
by Executives Are Sufficient

While holding an executive office alone is not
sufficient to impute knowledge of a particular fraud, it
has been found sufficient to impute expertise relevant to
the fraud. In Sgalambo v. McKenzie, the alleged fraud
concerned misleading statements about test results for a
prospective new oil well. The court stated, “The
Officers, by virtue of their experience as senior officers
of an oil and gas exploration company, may be
reasonably assumed to have been competent to interpret
any test results presented to them.”>* The court then
found that plaintiffs sufficiently alleged scienter with

B Id. at 1206.

* See, e.g., Patel v. Parnes, 253 F.R.D. 531, 560 n.224 (C.D. Cal.
2008) (“To the extent plaintiffs argue that an inference of
scienter arises because defendants’ representations concerned
core business operations, the court declines to sift through the
allegations of the complaint regarding matters as varied as
layoffs in Tampa, low market interest in Las Vegas, and
slashing of prices in San Antonio to determine which of the
alleged misrepresentations and omissions concerned core
business operations and which did not.”); In re Medicis, 689 F.
Supp. 2d at 1206 (“And, while the misinterpretation required a
restatement of Medicis’s financial data, Plaintiffs fail to present
any allegations that the error had such an effect on cash,
liquidity, or viability of Medicis’s core-business operations that
Defendants’ must have known about the mistake.”).

3% 673 F. Supp. 2d 718 (S.D. Ind. 2009).
SUrd at 727.
522010 WL 3119349 at * 13.
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regard to defendants’ purportedly misleading statement
about the particular test results that defendants had
reviewed.

Courts also have found core operations inferences to
be proper when the alleged misrepresentations were
obviously false in light of key information of which
defendants should be presumed to have been aware.” In
In re LDK Solar Securities Litigation,” the alleged fraud
concerned misrepresentations about the company’s
inventory of a key raw material. The court found that
plaintiffs alleged a strong inference of scienter, stating
that “Here, the amount of polysilicon in inventory was
critical to LDK’s success. It could be reasonably and
strongly inferred that LDK’s responsible officers were
aware of major discrepancies in how much inventory
was being reported to the public and how much was
actually present.”> The court in In re MoneyGram

33 See, e.g., Berson, 527 F.3d at 988-898; In re IMAX Sec. Litig.,
587 F. Supp. 2d 471, 481-483 (S.D.N.Y. 2008) (allegations
that the products at issue were critical to the company’s
revenue and that defendants understood the relevant accounting
rules, closely followed sales data, and used increasingly
aggressive accounting methods satisfied the scienter
requirement); Latham v. Matthews, 662 F. Supp. 2d 441, 466-
468 (D.S.C. 2009) (imputing knowledge of fictitious sales to
CEO who signed press release announcing the sales);
Freudenberg v. E*¥Trade Fin. Corp., 712 F. Supp. 2d 171, 201
(S.D.N.Y. 2010) (“Because Plaintiffs have alleged that
Defendants were aware of or had access to information
contrary to their public statements, that the misstatements
concerned E¥*TRADE’s core operations, that Defendants
violated GAAP provisions, and that Defendants benefited from
the [Jmisrepresentations through stock sale, Plaintiffs have
adequately pled scienter.”); Plumbers Union Local No. 12
Pension Fund v. Ambassador’s Grp., 717 F. Supp. 2d 1170,
1179 (E.D.Wash. 2010) (“Ambassadors is a small corporation.
There is no reasonable argument that the Defendants were not
aware of the mailing list issue. The core operations inference
in this case is a strong one, as the Middle School names list
accounted for 45% of the marketing leads for Ambassadors.”);
Cf. In re Reserve Fund Sec. and Derivative Litig., 732 F. Supp.
2d 310, 323 (S.D.N.Y. 2010) (in action brought by SEC, court
found scienter allegations adequate because “[a]ccurate
information concerning the level of redemptions and the Fund’s
resulting liquidity crisis-information that contradicts or
undermines Defendants' assurances as outlined in the
Complaint-was ... ‘apparent, or should have been apparent’ to
[defendants]at the time the alleged false statements and
omissions took place.”).

34 584 F. Supp. 2d 1230 (N.D. Cal. 2008).
55 1d. at 1249-50.
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International, Inc. Securities Litigation >® found that
allegations that defendants were or should have been
aware of the effect of market turmoil on the company’s
investment portfolio were sufficient to allege scienter
concerning defendants’ selective disclosure of
information about the assets in the portfolio.’’

Courts have also found the core operations inference
appropriate based on allegations that defendants
represented that they were involved in the matters
underlying the purported misrepresentations.”® In South
Ferry, for example, the district court cited numerous
public statements in which the defendants touted their
close management of the bank’s hedging strategy and
risk management.”® Similarly, in Teamsters Local 617
Pension v. Apollo Group, Inc.,* the alleged fraud
involved improper option grants. The court stated,
“there is a strong inference of scienter as to defendants
Norton, Nelson, and Blair in light of their extensive
involvement with the grant process as the Restatement
indicates.”®'

Finally, the courts in In re Countrywide Financial
Corp. Derivative Litigation and In re New Century
found a strong inference of scienter sufficiently alleged
against corporate officers when the alleged fraud
contradicting the defendants’ public disclosures was

. 62 . ..
pervasive.”~ Both cases arose from the financial crisis

%6 626 F. Supp. 2d 947 (D.Minn. 2009).
7 Id. at 983.

38 See, e.g., In re Huffy Corp Sec. Litig., 577 F. Supp. 2d 968,
999-1000 (S.D. Ohio 2008) (allegations that defendants
misrepresented the success of a merger adequately pleaded

scienter under the core operations inference because defendants
had access to the company’s financial information as a result of

their positions and spent a substantial portion of their time on
the integration of the merged companies, the acquired
company’s unresolved problems with accounts receivable were
well known, and the success of the integration impacted core
financial results); Jones v. Corus Bankshares, Inc., 701 F.
Supp. 2d 1014, 1029 (N.D.I11. 2010) (“Indeed, the complaint
specifically alleges that Glickman himself admitted to being
‘deeply involved in every major aspect of the lending process.’
In light of the complaint’s other allegations, Glickman’s
intimate involvement in the process gives rise to a strong
inference that he was aware of Corus’s financial troubles and
was aware that his statements about the corporation’s financial
health would be misleading to investors.”) (citation omitted).

%% 687 F. Supp. 2d 1248, 1259-62 (W.D. Wash. 2009).

69 633 F. Supp. 2d 763 (D. Ariz. 2009).

o1 1d. at 796.

62 See, e.g., In re Countrywide Fin. Corp. Derivative Litig., 554 F.

May 11, 2011

and the alleged fraud pertained to weakened
underwriting standards on each company’s loans. The
courts found that because of sufficiently pleaded
allegations that the defendants had been presented with
information alerting them to potential problems, there
was a strong inference that their contradictory public
statements were, at a minimum, reckless.

CONCLUSION

In light of the holistic analysis mandated by Tellabs,
the core operations inference remains a viable method
for establishing scienter in private securities litigation.
The scope of the inference, however, is limited to
situations where particular facts establish that
information contradicting the challenged statements was
obvious and easily available, when defendants had
represented that they were involved in the transactions or
processes underlying the challenged statements, or when
the alleged fraud was pervasive throughout the company.
The core operation inference is ineffective when the
allegations suggest nothing more than the position of the
defendant, when falsity turns on the technical application
of esoteric rules, or when the alleged facts do not
demonstrate that the alleged fraud was obvious to the
defendants. m

footnote continued from previous column...

Supp. 2d 1044 (C.D. Cal. 2008) (defendants’ representations
that they were privy to risk-management information raised a
strong inference that they were at least reckless in not knowing
about the pervasive deficiencies in their risk-management
abilities); In re New Century, 588 F. Supp. 1206, 1229 (C.D.
Cal. 2008) (allegations that deterioration in underwriting
standards was widespread and that senior management had
prepared reports regarding the decline in underwriting
standards raised a strong inference that defendants knew their
SOX certifications were false).
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