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Materiality and Social Change: The Case for
Replacing “the Reasonable Investor” with
“the Least Sophisticated Investor” in
Inefficient Markets

Margaret V. Sachs’

The current materiality standard for féderal securtties fiaud is a mid-twentieth-century
construct that fails to accommodate certain twenty-first century realities. This Article argues
that its reach should be restricted to preserve it for the many circumstances in which it continues
fo function well.

The current standard measures materiality from the standpoint of ‘the reasonable
Investor;” a savvy person who grasps market fundamentals. This standard has a fatal flaw: its
Inability to protect unsophisticated investors who are duped by implausible falsehoods in
Inefficient markets. This flaw can no longer be ignored given Internet and telemarketing
securities fraud and its many unsophisticated, elderly; and immigrant victims. In recent SEC and
Justice Departnent actions against the perpetrators, courts have conceded the implausibility of
the falsehoods but have nonetheless found them to be material. While commendable as investor
protection, these decisions threaten the very concept of *the reasonable investor.”

This Article proposes an altemative materiality standard for courts to apply in inefficient
markets. The alfernative standard replaces ‘the reasonable investor” with ‘the least
sophisticated investor,” a construct modeled on “the least sophisticated consumer” from federal
consumer law. In exchange for lowering the required level of materiality; the alternative
standard raises the required level of scienter. The trade-off between lowered materiality and
heightened scienter finds support in tort law, long a wellspring of federal securities fraud
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I INTRODUCTION

Social change has long driven change in securities law. The 1929
stock market crash and the Great Depression prompted Congress to
enact the first federal securities legislation.” Later, the internationali-
zation of the securities markets led courts to assume jurisdiction over
cases brought by defrauded foreign investors.” Recently, the impact of

1. See generally JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET: A
HISTORY OF THE SECURITIES AND EXCHANGE COMMISSION AND MODERN CORPORATE FINANCE
1-100 (rev. ed. 1995).

2. See, c.g., Kauthar SDN BHD v. Sternberg, 149 F3d 659, 663-67 (7th Cir. 1998)
(comparing approaches of the different circuits). Bur cf Margaret V. Sachs, The International
Reach of Rule 10b-5: The Myth of Congressional Silence, 28 COLUM. J. TRANSNAT’L L. 677
(1990) (arguing that Congress intended the securities fraud provisions to apply only to those
who traded inside the United States).
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2006} MATERIALITY AND SOCIAL CHANGE 475

the Internet caused the Securities and Exchange Commission (SEC) to
undertake a substantial overhaul of the registration process for
securities offerings.’

Today social change obliges us to reconceptualize materiality, the
central concept in the federal securities fraud firmament. Focusing on
the general fraud provisions—section 17(a) of the Securities Act of
1933° (Securities Act) and section 10(b) of the Securities Exchange
Act of 1934° (Exchange Act) and Rule 10b-5'—this Article makes the
case for reconceiving the materiality standard and proposes the form
that the reconception should take.

To be actionable under these fraud provisions, a misrepresenta-
tion or omission must be “material”” Because there is no statutory
standard of materiality, courts have stepped in to fill the void. The
current standard is the legacy of two United States Supreme Court
decisions: 7SC Industries, Inc. v. Northway, Inc.,’ from 1976, and
Basic Inc. v. Levinson,” from 1988. This standard (hereinafter “the
Northway/Basic standard” or simply “Northway/Basic’} assesses
materiality from the standpoint of “the reasonable investor” rather than
from that of the investors actually deceived.” The bar is high because
the reasonable investor grasps market fundamentals—for example, the

3. See Securities Offering Reform, Securities Act Release Nos. 33-8591, 34-52056,
Investment Company Act Release No. 26, 993, 70 Fed. Reg. 44,722 (Aug. 3, 2005); see also
Stephen J. Choi, Behavioral Economics and the Regulation of Public Offerings, 10 LEwis &
CLARK L. REV. 85, 87 (2006) (stating that the recent reforms “worked to alter radically the
regulation of public offerings™); cf James D. Cox, The Fundamentals of an Electronic-Based
Federal Securities Act, 75 WasH. U. L.Q. 857 (1997) (examining the impact of technology on
the operation of the Securities Act of 1933).

4. For recent scholarship on materiality, see Stephen M., Bainbridge & G. Mitu
Gulati, How Do Judges Maximize? (The Same Way Everybody Else Does—Boundedly):
Rules of Thumb in Securities Fraud Opinions, 51 EMORY L.J. 83, 119-26 (2002) (identifying
four “shortcuts” used by judges in making materiality determinations); David A. Hoffman,
The “Duty” To Be a Rational Shareholder, 90 MINN. L. REV. 537, 562-63 (2006) (arguing that
current materiality jurisprudence gives rise to a duty to be a rational shareholder); Peter H.
Huang, Moody Investing and the Supreme Court: Rethinking the Materiality of Information
and the Reasonableness of Investors, 13 SUP. CT. ECON. REV. 99 (2005) (arguing that
materiality jurisprudence should be modified in light of research on moods).

5. Securities Act of 1933 § 17(a), 15 U.S.C. § 77q(a) (2000).

6. Securities Exchange Act of 1934 § 10(b), 15 US.C. § 78j(b).

7. 17 CER. § 240.10b-5 (2006).

8. For an overview of current materiality jurisprudence, see DONNA M. NaGY,
RICHARD W. PAINTER & MARGARET V. SACHS, SECURITIES LITIGATION AND ENFORCEMENT:
CASES AND MATERIALS 64-86 (2003).

9. 426 U.S. 438 (1976).

10, 485 US. 224 (1988). The Basic decision is most famous for upholding the fraud-
on-the-rarket theory. See id. at 241-47, 250.

11, For the full text of the Northway/Basic standard, see inffa Part 1L.B.
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476 TULANE LAW REVIEW [Vol. 81:473

time value of money,”:the peril of trusting assumptions,” and the
potential for unpredictable difficulties to derail new products.”

The * Northway/Basic standard has substantial virtues. It
facilitates class actions because its objective focus allows materiality
determinations to be made classwide.” Moreover, it deters vexatious
private litigation by virtue of its high bar.” Finally, it is able to produce
results consistent with economic theory, at least where the reasonable
investor is treated as the alter ego of the market itself."”

But Northway/Basic also has an Achilles’ heel—its inability to
address the fraud that deceives certain unsophisticated investors. To be
more precise, it is necessary to divide unsophisticated investors into
three categories: those with an (honest and competent) investment
adviser, those trading in efficient markets (with or without an adviser),
and those trading in inefficient markets without an adviser. No
problem ordinarily arises for those in the first category—those with an
adviser. The fraud that fools these investors presumably has also
fooled their adviser and, thus, probably would deceive the reasonable
investor as well. Nor does a problem usually arise for the second
category—those trading in efficient markets. Even without an adviser,
they can “free ride” on the market’s judgments."

Often left out in the cold, however, are those in the final
category—unsophisticated investors trading in inefficient markets
without an adviser (hereinafter “underclass investors”).” To be sure,
underclass investors are sometimes deceived by fraud that would fool
the reasonable investor. But they can also succumb to misrepre-
sentations that the reasonable investor would dismiss as absurd. The
risk of their doing so has always existed, but it has recently increased
exponentially due to the pervasiveness of Internet fraud, *
telemarketing fraud,” and the ready availability of “mooch lists” of the

12.  See, eg, Levitin v. PaineWebber, Inc., 159 F.3d 698, 702 (2d Cir. 1998).

13.  See, e.g., Harris v. Ivax Corp., 182 E3d 799, 807 (11th Cir. 1999).

14.  See, eg, Hillson Partners Ltd. P’ship v. Adage, Inc., 42 E3d 204, 213 & n.7 (4th
Cir. 1994).

15.  Seeinffanotes 110-130 and accompanying text.

16.  See infranotes 131-139 and accompanying text.

17.  See infiznotes 140-147 and accompanying text,

18.  See Frank H. Easterbrook & Daniel R. Fischel, Mandatory Disclosure and the
Protection of Investors, 70 VA. L. REV. 669, 694 (1984).

19.  The dictionary definition of “underclass™ is “the lowest social stratum in a
country or community” 18 THE OXFORD ENGLISH DICTIONARY 958 (2d ed. 1989).
Underclass investors are the lowest stratum in the community of investors because they lack
every means of self-protection—financial knowledge, an adviser, or an efficient market.

20.  Seeinfianotes 153-156 and accompanying text,

21.  Seeinfranotes 157-166 and accompanying text.
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unsophisticated, elderly, or otherwise vulnerable.” As a result,
schemes promising, for example, a forty-four percent return in twelve
days” or a $500,000 return from a $3000 investment,” attract millions
of dollars from hundreds, sometimes thousands, of investors
nationwide (or worldwide).”

These dangers have prompted a vigorous response from the SEC
as well as from the U.S. Department of Justice (DOJ), which has sole
authority over the criminal enforcement of the federal securities laws.”
The SEC has established an Office of Internet Enforcement (OIE), as
well as a “CyberForce” of more than two hundred people who roam
the Internet in search of fraud” There is also an SEC Office of
Investor Education and Assistance (OIEA),” which stages “too good to
be true” web offerings and then seeks to educate those who found the

22.  See NaT’L WHITE COLLAR CRIME CTR., TELEMARKETING FrRAUD 1 (2006),
http://www.nw3c.org/research/site_files.cfm?mode=w (“[CJold calling . .. is not as popular
as in the past.... [I]t is much easier to target potential hits through the purchase of lead
lists/mooch lists ....”); SEC, SUMMARY OF COMMENTS AND DISCUSSION REGARDING
PROTECTIONS FOR SENIOR CITIZENS AND QUALIFIED RETIREMENT PLANS 10 (1996),
http://'www.sec.gov/newstudies/study.txt [hereinafier SENIOR CITIZENS SUMMARY] (“Modern
technology has . .. made it relatively easy for the swindlers to single out older Americans
through computerized data sources”); Shelby A.D. Moore & IJeanette Schaefer,
Remembering the Forgotten Ones: Protecting the Elderly from Financial Abuse, 41 SAN
DIEGO L. REV. 505, 549-51 (2004).

23.  See SEC v. Johnson, Litigation Release No. 19,579, 87 SEC Docket 1638, 1638
(C.D. Cal. Feb. 27, 2006) (noting that in excess of $50 million was raised from more than
300,000 investors worldwide).

24.  See SEC v. Network Int’l Inv. Corp., Litigation Release No. 17,827, 78 SEC
Daocket 2983, 2983 (E.D. Pa. Nov. 5, 2002) (noting that $3 million was raised from more than
1000 churches throughout the United States).

25.  See SEC v. Tanner, Litigation Release No. 19,219, 85 SEC Docket 1451, 1451
(D. Kan. May 4, 2005) (promising annual returns of 120% to 260% from “international
markets” and raising $15 million); SEC v. Tri Energy, Inc., Litigation Release No. 19,214, 85
SEC Docket 1443, 1443 (C.D. Cal. May 3, 2005) (promising 100% returns in sixty days from
plan that is “divinely guided” and raising more than $12 million); SEC v. ACE Payday Plus,
LLC, Litigation Release No. 17,422, 77 SEC Docket 610, 610 (S.D. Fla. Mar. 19, 2002)
(promising 720% annual returns and raising $800,000).

26. See 17 C.ER. § 202.5(f) (2006). For an overview of criminal enforcement of the
federal securities laws, see NAGY, PAINTER & SACHS, supra note 8, at 833-49,

27. For a discussion of the OIE’s activities, see John Reed Stark, EnforceNet Redux:
A Retrospective of the SEC's Internet Program Four Years Afler Its Genesis, 57 BUS. LAw.
105, 112-13 (2001).

28.  See Testimony Concerning the Commission’s Role in Empowering Americans To
Make Informed Financial Decisions: Hearing Before the Subcomm. on Financial
Management, the Budget, and International Security, S. Comm. on Governmental Affairs,
108th Cong. (2004) (statement of Susan Ferris Wyderko, Dir., OIEA, SEC), available at
http://www.sec.gov/news/testimony/ts033004sfwhtm [hereinafter Wyderko Testimony]
(describing OIEA’s activities); see also James A. Fanto, Were All Capitalists Now: The
Importance, Nature, Provision and Regulation of Investor Education, 49 CASE W. RES. L. REV.
105, 156-64 (1998).
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offerings believable.” Additionally, the OIEA posts online investor
alerts discussing matters that courts would assume investors already
understand.” Most of the alerts appear in Spanish, as well as in
English, and investor questions in Spanish are explicitly invited.! The
DOJ has undertaken similar programs, including an Internet Fraud
Initiative,” a joint telemarketing fraud initiative with the government of
Canada,” and an initiative specifically focused on elderly victims of
telemarketing fraud (called Operation Senior Sentinel).”

The SEC and the DOJ have also responded to the new challenges
by filing enforcement actions. In the only two SEC actions to reach
the Supreme Court so far in the twenty-first century, elderly and
unsophisticated investors have been center stage.” Moreover, SEC and
DOJ actions have been filed on behalf of underclass investors deceived
by palpably implausible misrepresentations (hereinafter “underclass
actions”).” While most are settled,”” some have culminated in reported
decisions (hereinafter “underclass decisions”).”*

29.  See Wyderko Testimony, supra note 28 (describing “fake scam sites” posted by
the SEC).

30. For example, one alert states: “The greater the potential return from an
investment, the greater your risk of losing money. Promises of fast and high profits, with
little or no risk, are classic warning signs of fraud.” SEC, AFFINITY FRAUD: How TO AvoID
INVESTMENT SCAMS THAT TARGET GROUPS, http://www.sec.gov/investor/pubs/affinity.htm
(last visited Nov. 7, 2006) [hereinafter AFFINITY FRAUD ALERT]. The titles of alerts are set
forth in SEC, Protect Your Money: Avoid Trouble—Investor Alerts, http:/sec.gov/investor/
alerts.shtml (last visited Nov. 7, 2006). Titles include: Internet Fraud: How To Avoid
Internet Investment Scams, Nigerian “Advance Fee Fraud” Schemes, Cold Calling:
Unsolici.ed Calls From Brokers, and Stock Market Fraud “Survivor” Checklist. See id.

31.  See Press Release, SEC, SEC Launches Spanish Language Investor Education
Web Site and Other Resources (Oct. 19, 2001), avaiiable at http://www.sec.gov/news/
headlines/inspanish.htmn.

32. See US. DEP'T OF JUSTICE, INTERNET FRAUD, http://www.usdoj.gov/criminal/
fraud/Internet.htm (last visited Dec. 28, 2006) (discussing the DOIJ’s efforts to combat
Internet fraud).

33.  See U.S.-CAN. WORKING GROUP, UNITED STATES-CANADA COOPERATION AGAINST
CROSS-BORDER TELEMARKETING FRAUD (1997), avar/able at http://www.usdoj.gov/criminal/
fraud/uscwgrtf.htm.

34. See US. DEP'T OF JUSTICE, TELEMARKETING FRAUD, http://www.usdoj.gov/
criminal/fraud/telemarketing/ (last visited Dec. 28, 2006) (discussing the DOJ’s efforts to
combat telemarketing fraud).

35. The two actions were SEC v Edwards, 540 U.S. 389 (2004), and SEC v
Zandford, 535 US. 813 (2002). In Edwards, the defrauded investors were “mostly elderly.”
SEC v. ETS Payphones, Inc., Litigation Release No. 17,436, 77 SEC Docket 832, 832 (N.D.
Ga. Mar. 26, 2002). In Zandford, the defrauded investor was “an elderly man in poor health.”
535US. at 815.

36. Forillustrations, see supra notes 23-25 and accompanying text.

37. See, eg, SEC v. Gish, Civ. Action No. 1:06-CV-1171, Litigation Release No.
19,759 (N.D. Ga. July 13, 2006), http://www.sec.gov/litigation/litreleases/2006/ir19759.htm
(noting that in excess of $8 million was raised from more than 100 investors; the SEC
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concerning the benchmark for measuring deception,”™ courts have
selected “the least sophisticated consumer’—the person whom
deceptive debt collection practices are most likely to dupe.””' He is
someone of “below average . .. intelligence’ who lacks “‘even the
sophistication of the average, everyday, common consumer.”"

Courts have generated an entire body of case law addressing what
constitutes deception of the least sophisticated consumer. This
individual is not totally lacking in cognitive capacity. He can, for
example, be expected to know that an envelope marked “priority” is
not necessarily of true urgency.”” Moreover, he should be aware of
information appearing on the back of a letter, at least where he is
specifically instructed to turn the page.” On the other hand, he may
assume that an attorney’s signature on a letter means that the attorney
has personal familiarity with the facts of his case.® He may infer from
the phrase “once judgment is obtained” that a judgment against him
cannot be avoided.””

In developing the concept of “the least sophisticated investor,”
courts would have a double-barreled head start. First, they would have
a ready analogy in the jurisprudence involving “the least sophisticated
consumer.” Moreover, they could consult the SEC’s online investor
alerts for guidance concerning the information that “the least
sophisticated investor” should not be expected to know.*

C. Rationales for Raising the Scienter Standard

The proposed standard involves a trade-off—it lowers the
required level of materiality while raising the required level of

240. SeePRIDGEN, supranote 239, § 13:1-32; Griffith, supra note 239, at 5 & n.18.

241. See, eg, Goswami v. Am. Collections Enter., Inc., 377 F3d 488, 495 (5th Cir.
2004); Clomon v. Jackson, 988 F.2d 1314, 1318 (2d Cir. 1993).

242. Clomon, 988 E2d at 1319,

243. Russell v. Equifax A.R.S., 74 F3d 30, 34 (2d Cir. 1996); see also Johnson v.
Revenue Mgmt. Corp., 169 F3d 1057, 1060 (7th Cir. 1999) (“[W]hat seems pellucid to a
judge . . . may be opaque to someone whose formal education ended after sixth grade.”).

244. See, e.g., Goswami, 377 F.3d at 494.

245. See, eg, Miller v. Wolpoff & Abramson, L.L.P, 321 F3d 292, 310 (2d Cir.
2003).

246. See id. at 301. But cf Greco v. Trauner, Cohen & Thomas, L.L.P, 412 F.3d 360,
364-65 (2d Cir. 2005) (distinguishing a letter that set forth the limited nature of the attorney’s
role).

247. See Dutton v. Wolhar, 809 F. Supp. 1130, 1141 (D. Del. 1992) (emphasis
omitted).

248. See supranote 30 and accompanying text.
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scienter.”” Raising the scienter level has two rationales—one general
and the other specific.

1. The General Rationale

Throughout the federal securities laws, an increase in the required
scienter level provides justification for extending liability. The
Securities Act and the Exchange Act provide examples. Under both
Acts, defendants must act “willfully” in order to be held criminally
liable™ and “knowingly” in order to be held liable in a private action
for a fraudulent forward-looking statement.” Under section 11 of the
Securities Act, a defendant who is an outside director can be liable
only if she acted knowingly.” Similarly, Exchange Act defendants can
be liable jointly and severally, rather than proportionately, only if they
acted “knowingly. v

Of more immediate relevance are instances in which courts
themselves have raised the scienter level in order to extend the scope
of hability. Consider first the fraud-created-the-market doctrine, a
presumption designed by judges that helps private plaintiffs meet the
Rule 10b-5 reliance requirement.”™ This presumption is available in
inefficient markets for plaintiffs who can show a scheme to market
securities that would not be marketable but for the fraud.” Such a
scheme of necessity entails a high level of intent, and it is this intent
that prompts the recognition of the presumption in the first place:

Whenever the rule 10b-5 issue shifts from misrepresentation or
omission in a document to fraud on a broader scale, the search for
causation must shift also. ... [R]ule 10b-5 is not limited to a narrow
right to recover for knowing fraudulent misrepresentations or omissions
in disclosure documents which mislead a securities buyer. The rule is
recognized also to provide the basis for a federal cause of action for

249. See supra text accompanying note 226.

250. See Exchange Act § 32(a), 15 U.S.C. § 78ff(a) (2000); Securities Act § 24, 15
US.C. § 77x.

251. See Exchange Act § 21E(c)(1)(B), 15 US.C. § 78u-5(c)(1)(B); Securities Act
§ 27A(cY1)(B), 15 US.C. § 77z-2(c)(1X(B).

252. SeeSecurities Act § 111(2), 15 US.C. § 77k(f)}(2).

253. SeeExchange Act § 21D(f)(2), 15 US.C. § 78u-4(H)(2)(B).

254. Seg, eg., Shores v. Sklar, 647 F.2d 462, 468-71 (5th Cir. 1981) (en banc); Ross v.
Bank South, N.A,, 885 F.2d 723, 728 (11th Cir. 1989); T.J. Raney & Sons, Inc. v. Fort Cobb,
717 F2d 1330, 1332-33 (10th Cir. 1983). But see Eckstein v, Balcor Film Investors, 8 F3d
1121, 1130-31 (7th Cir. 1993) (declining to follow Shores).

255. See, eg, Ross, 885 F2d at 729 (requiring that the securities in question “could
‘not have been offered on the market at any price’ absent the fraudulent scheme’™ (quoting
Shores, 647 F2d at 464 n.2)).
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more elaborate, intentional schemes which deceive or defraud
purchasers of securities.”

Consider also the question of when to subject outside
professionals to private liability under Rule 14a-9. Typical Rule 14a-9
defendants are the company soliciting the proxies and the company’s
directors,”’ but accountants or other outside professionals can be sued
as well when they make the representations challenged as fraudulent.”
In the view of some courts,” such outsiders should be liable only if
they acted with scienter rather than merely with the negligence that
Rule 14a-9 ordinarily requires.” These courts do not base their
conclusion on statutory language or legislative history, but rather on
their discretion with respect to the implied private Rule 14a-9 action:

[W]e are influenced by the fact that the accountant here, unlike the
corporate issuer, does not directly benefit from the proxy vote and is not
in privity with the stockholder. Unlike the corporate issuer, the
preparation of financial statements to be appended to proxies and other
reports is the daily fare of accountants, and the accountant’s potential
liability for relatively minor mistakes would be enormous under a
negligence standard.”'

2. The Specific Rationale

Raising the scienter level is also appropriate because of the
conceptual linkage between scienter and materiality. This linkage is

256. Shores, 647 F2d at 472 (emphasis added). The presumption has provoked
disagreement among commentators. Compare Julie A. Herzog, Fraud Created the Market:
An Unwise and Unwarranted Extension of Section 10(b) and Rule 10b-5, 63 GEO. WASH. L.
REV. 359 (1995) (arguing against the presumption), with Peter J. Dennin, Note, Which Came
First, the Fraud or the Market: Is the Fraud-Created-the-Market Theory Valid Under Rule
10B-57, 69 FORDHAM L. REV. 2611 (2001) (arguing for the presumption).

257. See, e.g., Va. Bankshares, Inc. v. Sandberg, 501 U.S. 1083, 1088 (1991).

258. See Exchange Act § 14(a), 15 US.C. § 78n(a) (2000) (“It shall be unlawful for
any person ... in contravention of such rules and regulations as the Commission may
prescribe . . . to solicit or to permit the use of his name to solicit any proxy or consent or
authorization in respect of any security (other than an exempted security) registered pursuant
to section 78/ of this title.”); see also In re McKesson HBOC, Inc. Sec. Litig., 126 E. Supp. 2d
1248, 1266 (N.D. Cal. 2000) (noting that this language provides a predicate for lawsuits
against outsiders).

259. See Adams v. Standard Knitting Mills, Inc., 623 F2d 422, 428 (6th Cir. 1980);
Zatkin v. Primuth, 551 F. Supp. 39, 45 (S.D. Cal. 1982). But see Herskowitz v. Nutri/Sys.,
Inc., 857 E2d 179, 190 (3d Cir. 1988); McKesson, 126 F. Supp. 2d at 1263-64 (rejecting
different standard for outsiders).

260. See Gerstle v. Gamble-Skogmo, Inc., 478 F2d 1281, 1300 (2d Cir. 1973); cf Va.
Bankshares, 501 US. at 1191 n.5 (reserving the question of what constitutes the required
state of mind under Rule 14a-9).

261. Adams, 623 F.2d at 428.
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acknowledged by tort law, a frequent reference point for courts in
formulating federal securities law doctrine.”” The Restatement
(Second) of Torts endorses replacing the customary, objective
materiality standard with a subjective one where “the maker of the
representation knows or has reason to know that its recipient regards or
is likely to regard the matter as important . . . , although a reasonable
man would not so regard it

The linkage between scienter and materiality becomes apparent
in the specific context of the absurdities that fool underclass
investors.” Indeed, the likelihood that the defendant was merely
reckless declines as the outrageousness of his misrepresentation
increases.

D Possible Oveninclusiveness

Under the proposed standard, materiality turns on the importance
of the information to the least sophisticated investor”® Thus, there is
nothing to prevent a prosecutor from invoking the standard in
connection with those who deceive sophisticated investors (or
unsophisticated investors with advisers). This possible overinclusive-
ness, however, is not a vice. Any objective standard is overinclusive to
some degree. For example, “the least sophisticated consumer”
standard can work to the advantage of sophisticated debtors.”

Moreover, few schemes—especially the huge schemes utilizing
the Internet and telemarketing—victimize only perfectly homogeneous
groups.” Prosecutorial discretion provides insurance against the filing
of unworthy cases.

E.  Likely Impact

Would the proposed standard have changed the outcomes of the
underclass decisions already on the books? The answer is for the most
part no, but with two significant qualifications.

262. The Supreme Court made this point recently in Dura Pharms., Inc. v. Broudo, 544
U.S. 336, 343 (2005). See also Robert B. Thompson, Federal Corporate Law: Torts and
Fiduciary Duty, 31 J. Core. L. 877 (2006).

263. RESTATEMENT (SECOND) OF TORTS § 538(2)(b) (1977) (emphasis added).

264. For examples of such absurdities, see supra notes 23-25 and accompanying text.

265. See supratext accompanying note 226.

266. See Clomon v. Jackson, 988 F2d 1314, 1319 (2d Cir. 1993); Forman v. Acad.
Collection Serv,, Inc., 388 F. Supp. 2d 199, 203 (S.D.N.Y. 2005).

267. See, e.g, SEC v. Hasho, 784 F. Supp. 1059, 1107 (S.D.N.Y. 1992) (involving
“mostly” unsophisticated investors).
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First, application of a standard more suited to the circumstances
might elicit additional facts with the potential to alter the ultimate
result. For example, perhaps some investors victimized by oral fraud
received a written statement that dispelled the misconception.” Under
the proposed standard, the written statement would ordinarily not
trump the oral representation.’” There might, however, be unusual
circumstances where it could, such as when the statement is very brief
and the investor is specifically directed to read it.

Second, the government might not always be able to show that the
defendant acted with the requisite heightened scienter.”” To be sure,
the courts issuing underclass decisions do not appear to have struggled
with the scienter issue.”” Nonetheless, a few might have emerged
differently on this basis.

V. CONCLUSION

The well-established Northway/Basic standard of materiality has
always had an Achilles’ heel: its inability to protect unsophisticated
investors in inefficient markets who are duped by absurdities. This
flaw has become manifest in recent decisions involving Internet and
telemarketing fraud and its many unsophisticated, elderly, and
immigrant victims.

These decisions have chosen fairness to unsophisticated investors
over loyalty to MNorthway/Basic (although they purport to follow the
latter). These decisions thus jeopardize Northway/Basic and its
important contributions to federal securities fraud enforcement
generally.

This Article provides a means of limiting Northway/Basic in
order to save it. Courts should not regard Northway/Basic as
universally applicable. They created it to address the concerns of one
era and should now modify it to accommodate those of the next.

268. Cf SEC v. Timetrust, Inc., 28 F Supp. 34, 3941 (N.D. Cal. 1939) (discussed
supranotes 77-81 and accompanying text).

269. (Y Rissman v. Rissman, 213 F3d 381, 383-85 (7th Cir. 2000) (allowing written
nonreliance clause to trump oral fraud).

270. The heightened scienter is actual knowledge of the fraud’s likely deceptive effect.
See supra text accompanying note 226.

271. Some courts found this element to have been met easily. See, eg, SEC v.
Federated Alliance Group, Inc., Securities Act Release No. 22,721, [1994-95 Transfer Binder]
Fed. Sec. L. Rep. (CCH) 998,377, at 90,599 (WD.N.Y. Dec. 14, 1993).
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