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To read the oral argument
transcript, please click here.

“As you well know, this is a
court of review, not of first
view. If we’re going to take
up [the private right of
action] question, it shouldn’t
start here.”

— Justice Ginsberg

Report from Washington

Supreme Court Considers Whether Private Securities
Plaintiffs Can Bring Suit Under Section 14(e) for Merely
Negligent Conduct

April 19, 2019

Introduction

The Supreme Court heard oral argument in Emulex Corp. v. Varjabedian, No. 18-459, on
Monday, April 15, 2019, to decide whether Section 14(e) of the Securities Exchange Act of
1934 (Exchange Act) establishes a private right of action based on a negligent misstatement
or omission made in connection with a tender offer. Currently, the Second, Third, Fifth,
Sixth, and Eleventh Circuits require plaintiffs to plead scienter, knowing or willful conduct,
to bring a claim under Section 14(e). The Ninth Circuit recently departed from this prevailing
rule, finding that only an allegation of negligence is required. The resolution of this circuit
split could have broad implications for private securities plaintiffs, either easing or

increasing the pleading standard for merger-related private litigation under Section 14(e).

However, the Court may well not even reach the substantive question of what standard
should be applied, depending on whether and how it decides to answer another question
raised by Emulex, namely whether private plaintiffs are permitted to bring such claims under
Section 14(e) in the first place. The Court appeared to be interested in this issue during oral
argument, with the Court divided among conservative justices on the one hand, who
suggested that Section 14(e) does not provide a private right of action (notwithstanding that
there does not appear to be a single lower court decision in the last half-century that has
reached such a conclusion), and liberal justices on the other hand indicating that the Court

should not sua sponte decide the issue in this case.

Background

In February 2015, Emulex Corp. (Emulex), an electronic equipment producer, and Avago
Technologies Wireless (USA) Manufacturing Inc. (Avago), a designer of analog semi-

conductor devices, announced that they had entered into a merger agreement, with Avago
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offering to pay $8.00 per share of outstanding Emulex stock—a 26.4% premium on the stock
price the day before the merger was announced. Avago initiated its tender offer on April 7,
2015 and, on the same day, Emulex filed a statement with the Securities and Exchange
Commission supporting the tender offer and recommending that shareholders tender their
shares. The recommendation statement included a five-page “fairness opinion” that Emulex
received from its financial advisor, but Emulex declined to include a one-page premium
analysis showing that the transaction premium fell within the normal range of transaction

premiums but below the average.

In April 2015, Emulex investors brought a class action suit in the Central District of
California alleging that the negligent exclusion of the premium analysis was a violation of the
first clause of Section 14(e), which makes it unlawful for any person to “make any untrue
statement of a material fact or omit to state any material fact necessary in order to make the
statements . . . not misleading” in the context of a tender offer." In January 2016, the district
court dismissed the case on the grounds that “only negligence” will not suffice and plaintiffs

must plead that defendants acted with scienter.

On appeal, the Ninth Circuit reversed, finding that negligence is adequate to support a claim
under the first clause of Section 14(e) because the text of the clause does not suggest that
scienter is required. In doing so, the Ninth Circuit expressly declined to follow the prior
consensus of the Second, Third, Fifth, Sixth, and Eleventh Circuits, which have all held that
scienter is required to make a claim brought by private plaintiffs under Section 14(e). The
Ninth Circuit found that Section 14(e) is fundamentally different from Section 10(b) of the
Exchange Act because Section 14(e) prohibits a wider variety of conduct, including acts that
are not fraudulent. The Ninth Circuit further reasoned that Section 14(e) contains nearly
identical language to Section 17(a)(2) of the Securities Act of 1933, which the Supreme Court

has held does not require a showing of scienter in Aaron v. SEC.”

Emulex appealed to the Supreme Court, which granted certiorari on January 4, 2019. The
Court also granted leave for the Office of the U.S. Solicitor General to participate in oral
argument in favor of neither party, charting a third course arguing against finding an implied

private cause of action and in favor of applying a negligence standard.

115 U.S.C. § 78n(e) (2016).

2446 U.S. 680 (1980).
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“IW]e want to know what
Congress was intending to
do here, but we’re not going
to throw out the whole
statutory interpretation
toolbox, except for the text
because sometimes context
matters a great deal in
understanding text.”

— Justice Kagan

“The whole thing is kind of a
time travel argument, oh,
Congress would have
thought in 1968 that courts
create implied causes of
action.”

— Justice Kavanaugh

Oral Argument Highlights

The Justices focused on two issues: (1) Whether Section 14(e) supports a private cause of
action, and (2) whether a cause of action under Section 14(e) requires a showing of only

negligence or whether a heightened scienter standard should apply.

Can Section 14(e) be Vindicated by Private Plaintiffs or Only by the SEC?

Emulex argued that a private right of action under Section 14(e) does not exist at all, despite
decades of lower court precedent indicating otherwise. Emulex did not dispute the existence
of the private right before the Ninth Circuit, and it is unclear whether the Justices will render
a decision on this issue. Justice Sotomayor, in particular, appeared to critique Emulex’s
failure to raise the issue before the Ninth Circuit or to otherwise address it as a separate
question in its cert petition, as she questioned why the Court should be “rewarding counsel
for changing or moving the ball on cert grounds.” Emulex argued that the Court’s decision in
Central Bank of Denver, N.A. v. First Interstate Bank of Denver, N.A.,* where the Court took
it upon itself to decide there was no private cause of action for aiding and abetting under
Section 10(b) and Rule 10b-5, provides sufficient basis for the Court to take up the question
regarding Section 14(e). Emulex further noted that it did not earlier dispute that Section

14(e) provides for a private right of action due to unfavorable precedent in the lower courts.

The crux of Emulex’s argument was that only Congress has the power to determine whether a
statute includes a private right of action. Emulex relied heavily on the Court’s recent trend of
refusing to infer new private causes of action or expand previously recognized causes of
action. In distinguishing Section 14(a), for which the Court has recognized a private right of
action, Emulex emphasized that Section 14(a) specifically discusses protection of investors,

whereas Section 14(e) is silent on that point.

The U.S. Solicitor General agreed with Emulex on the private right of action point,
emphasizing that the SEC is the sole proper enforcer of Section 14(e). Justice Gorsuch
indicated he might agree and suggested that courts have only adopted a scienter standard for
the securities laws to prevent frivolous lawsuits where the court has implied a private right of

action.

However, as counsel for Varjabedian noted, the Court previously held in J.I. Case Co. v.

Borak® that there is an implied private right of action under Section 14(a) of the Exchange

3511 U.S. 164 (1994).

4377 U.S. 426, 430-433 (1964).
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“[S]ince 14(e) borrows the
language of 10b-5, and we
have all along interpreted
10b-5 to require scienter,
why shouldn’t we require
the same standard here.”

— Justice Sotomayor

“Just to state the obvious,
there’s no private right of
action in the text.”

— Justice Kavanaugh

Act, which governs proxy statements, even though there was no express indication of a
private remedy. Justice Ginsberg agreed and questioned the rationality of distinguishing
Section 14(a) from 14(e), which would require different treatment of proxy statements and

tender offers—both common merger mechanisms.

Negligence or More?

Emulex also argued that, even if Section 14(e) does support a private right of action, the
Ninth Circuit nonetheless erred in applying only a negligence standard. Emulex’s time on
this point was cut short during oral argument due to the Court’s interest in the gating issue,
but in its brief Emulex contends that the words “fraudulent,” “deceptive,” and
“manipulative”—all of which appear in the text of Section 14(e)—are terms that the Court has

previously associated with a scienter standard.

The U.S. Solicitor General and Varjabedian disagreed, highlighting the Court’s decision in
Ernst & Ernst v. Hochfelder,” which noted the language of Rule 10b-5 itself would be
appropriate for a negligence standard, but that separate language in Section 10(b) demanded
a scienter standard. They argued that absent such additional constraining language in
Section 14(e), the better comparison is to Section 17(a), which the Court considered in Aaron

and imposed a negligence standard.

Implications

Given its apparent interest in the private right of action question, the Court may well not
even reach the substantive question of what standard—negligence or scienter—should be
applied. It seems likely that the Court’s more conservative members, particularly Chief
Justice Roberts and Justice Kavanaugh, could be enticed by the opportunity to further limit
implied rights of action. However, other members of the Court criticized Emulex for not
raising the issue below or previewing it fully in its petition for certiorari, and they dismissed
Emulex’s efforts to invoke Central Bank as grounds to raise the issue sua sponte. With no
disagreement among the lower courts, the liberal Justices appeared unwilling to disrupt
decades of lower court consensus. If the Court were to determine that a private right of action
under Section 14(e) did not exist, the SEC would have exclusive authority to bring such

claims. As the U.S. Solicitor General indicated, this could help prevent excessive litigation.

If the Justices do address the underlying substantive question and determine that pleading a

violation of Section 14(e) requires a showing of negligence instead of a knowing or willful

5 425 U.S. 185 (1976).
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violation of the securities laws, private lawsuits under Section 14(e) would certainly increase.
Further, the increased litigation risk and costs of tender offer transactions would potentially

make other types of merger transactions (where scienter is required) more appealing.

The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored
it are rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this
publication to any person constitute the establishment of an attorney-client relationship. Simpson Thacher & Bartlett LLP
assumes no liability in connection with the use of this publication. Please contact your relationship partner if we can be of
assistance regarding these important developments. The names and office locations of all of our partners, as well as our
recent memoranda, can be obtained from our website, www.simpsonthacher.com.
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