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1. Introduction

In Matrixx Initiatives, Inc. v. Siracusano,'the Supreme Court recently reaffirmed its long-standing
holding in Basic v. Levinson? that there is no “bright-line rule” for determining whether information
withheld from a company’s public filings is material as a matter of law.®> Unwilling to allow materiality to be
reduced to a test of “statistical significance,” the Court held instead that assessing materiality involves a
“fact-specific inquiry . . . that requires consideration of the source, content, and context of the [allegedly
omitted information].” Thus, the Court held, while statistical significance is relevant to the inquiry, “it is
not dispositive in every case.”

ll. Background

Matrixx Initiatives, Inc. (“Matrixx”) is a publicly held pharmaceutical company that sells cold remedy
products through its wholly-owned subsidiary Zicam, LLC. At issue in Matrixx were reports were made
to Matrixx by a handful of doctors that alleged their patients had experienced complete loss of smell, or
anosmia, after using Zicam Cold Remedy gel or nose spray (“Zicam”), a product which represented 70%
of Matrixx’s sales.® Despite knowledge of these complaints, Matrixx told investors that Zicam was “poised
for growth in the upcoming cough and cold season,” that “the company had ‘very strong momentum’,”
and it expected revenues to “be in excess of 50%, and that earnings . . . [would] be in the 25 to 30 cent
range.”” During the class period, Matrixx further increased these projections, “predicting an increase in
revenues of 80 percent and earnings . . . in the 33-to-38-cent range.” Matrixx went on to issue a press
release suggesting studies had discredited Zicam-anosmia claims, although it had conducted no such
studies.® When news of the doctors’ reports aired on Good Morning America in February 2004, however,
Matrixx stock dropped nearly 26%."°

Plaintiffs filed a class action suit on behalf of individuals who purchased Matrixx securities between
October 22, 2003 and February 6, 2004. Plaintiffs claimed that Matrixx failed to disclose the reports
of a possible link between Zicam and loss of smell, rendering the statements relating to revenues and
product safety made by Matrixx during the class period materially misleading in violation of §10(b) of the
Securities Exchange Act and SEC Rule 10b-5." Defendants moved to dismiss the complaint, arguing
that plaintiffs had failed to allege that the reports of Zicam-induced-anosmia represented a “statistically
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significant” link between Zicam and anosmia.’? Relying on decisions from the Second and Third Circuit,
the district court agreed, finding the adverse event reports immaterial as a matter of law." Since Plaintiffs
had not alleged that defendants were aware of a statistically significant link between Zicam and anosmia,
the court reasoned, they had not plead facts sufficient to support a strong inference that defendants had
acted with requisite scienter.™

On appeal, the Ninth Circuit reversed, rejecting the “statistical significance standard” as contrary
to the holding of the Supreme Courts in Basic." Warning against the adoption of a “bright-line rule,” the
Ninth Circuit emphasized that “courts should engage in a ‘fact-specific inquiry’ in assessing materiality.”
6 The Ninth Circuit also found that plaintiffs had properly plead scienter, holding Matrixx’s failure to
disclose the adverse event reports and its involvement in a related lawsuit during the class period was
“an extreme departure from the standards of ordinary care.”"”

lll. The “Statistical Significance Standard”

On petition for a writ of certiorari, the parties in Matrixx argued over the importance of the Ninth
Circuit’s ruling. Matrixx suggested to the Supreme Court that the Ninth Circuit had created a circuit split by
rejecting a “statistical significance standard” in conflict with First, Second, and Third Circuit precedent.®
Matrixx cited the Second Circuit’'s decision of In re Carter-Wallace, Inc. Securities Litigation," for the
proposition that §10(b) claims do not exist on the basis of adverse event reports that are not statistically
significant because such reports do not indicate that the product caused the adverse reaction, negating
both materiality and scienter.?’ Similarly, Matrixx pointed to N.J. Carpenters Pension & Annuity Funds
v. Biogen IDEC Inc.,* where the First Circuit found scienter lacking because the plaintiff had relied on
statistically insignificant adverse event reports.?? Further, Matrixx explained that the Third Circuit had
concluded, in Oran v. Stafford,?® that “drug companies need not disclose isolated reports of ilinesses
suffered by users of their drugs until those reports provide statistically significant evidence that the ill
effects may be caused by . . . use of the drugs.”*

Plaintiffs argued that Matrixx’s claim of a circuit split was illusory.?® They pointed out that both Carter-
Wallace and Biogen were decided on a lack of scienter, and that in both cases materiality had already
been assumed or conceded.?® They argued that in spite of Biogen, the Second Circuit has continued
to reject any “bright-line” materiality standard or numerical benchmark.?” Also, Plaintiffs argued that the
Third Circuit in Oran relied primarily on the fact that corrective disclosures had little effect on the stock
price to find a lack of materiality.?® Plaintiffs went on to suggest that the Ninth Circuit’'s opinion was wholly
in line with a string of other circuit cases.?®

IV. The Matrixx Decision

The Supreme Court did not address whether the Ninth Circuit’s opinion created a split among the
circuit courts, but its opinion sends a clear message to any circuit court inclined to undermine Basic
or limit the fact-finder’s prerogative to decide materiality. Despite what it called valid concerns that
companies that regularly receive adverse event reports will simply dump them on the investing public in a
prophylactic attempt to quash securities fraud claims or that such disclosures could “spawn confusion” and
“deter consumers from purchasing drugs that are needed to improve their health,”° the Court remained
committed to the more nuanced “total mix” analysis.*'

Writing for a unanimous Supreme Court, Justice Sotomayor agreed with the Ninth Circuit's
assessment and flatly rejected the “statistical significance standard” as inapplicable in light of Basic
because a “categorical rule would ‘artificially exclud[e]’ information that ‘would otherwise be considered
significant to the trading decision of a reasonable investor.”*? Noting that at times medical experts and
the FDA rely on data that lacks statistical significance to infer a causal link between a drug and an injury,
the Court found that it was not unreasonable for investors to do the same.



The Court also applied Tellabs, Inc. v. Makor Issues & Rights, Ltd.** to hold the allegations sufficient
to plead scienter.® Specifically, the Court found that the allegations created a “cogent and compelling”
inference that Matrixx chose not to disclose the adverse event reports to prevent a negative market
reaction.® The inference that Matrixx had acted recklessly, if not intentionally, was at least as compelling,
if not more compelling, than the non-culpable inference that Matrixx thought the adverse event reports
were too few in number to suggest any link between Zicam and anosmia.*” In making this determination,
the Courtrelied heavily on the alleged efforts by Matrixx to prevent disclosure and its inaccurate suggestion
that other studies showed no link between Zicam and anosmia.3®

V. Implications of Matrixx

Arguably, the Matrixx decision adds little by way of new doctrine to §10(b) and Rule 10b-5 claims.
Matrixx follows Basic’s guidance that “[a]ny approach that designates a single fact or occurrence as always
determinative of an inherently fact-specific finding such as materiality, must necessarily be overinclusive
or underinclusive.” Indeed, the Court in Basic was faced with very similar circumstances. There, the
question before the Court was whether misstatements regarding preliminary merger discussions were
material.*® Arguing that the consummation of the merger agreement was inherently speculative, the
defendant in Basic asked the Court to apply the Third Circuit's “agreement-in-principle” test.*' Because
no “agreement-in-principle” had been reached in the merger at issue, the misstatements would have
been rendered immaterial as a matter of law under such a test.*> However, the Supreme Court refused
to accept such a test, instead insisting that the materiality of speculative information requires a court to
balance the probability that an event might occur against its expected magnitude to the company,** an
inquiry that cannot be reduced to any particular test.

Whether faced with adverse event reports or preliminary merger negotiations, information becomes
more important to investors as rumors or allegations become more pronounced or settled. As the Matrixx
Court observed, drawing the line of materiality at “statistical significance” negates legitimate claims that
information related to even a less than likely link between a product and an injury has a material impact
on a company. The Matrixx case was a perfect vehicle to point this out because Zicam, representing
the largest portion of Matrixx sales, is a homeopathic treatment for the common cold, while anosmia is a
devastating injury.*® As the Court explained:

Consumers likely would have viewed the risk associated with Zicam (possible loss of smell) as
substantially outweighing the benefit of using the product (alleviating cold symptoms), particularly in light
of the existence of many alternative products on the market. Importantly, Zicam Cold Remedy allegedly
accounted for 70 percent of Matrixx’s sales. Viewing the allegations of the complaint as a whole, the
complaint alleges facts suggesting a significant risk to the commercial viability of Matrixx’s leading
product.*6

Thus, as the Court implied, consumers, and therefore investors, are more likely to care about
statistically insignificant reports than they might if they were dependent on Zicam to stay alive.*” However,
the Court did not say that statistical significance was irrelevant to the materiality of adverse event reports.*®
Rather, it left open the possibility that statistical insignificance might be dispositive in some cases,
which might leave cases in place, like Oran v. Stafford,*® which relied heavily on the notion of statistical
insignificance to find materiality inadequately plead.®® While the Supreme Court found the adverse event
reports in Matrixx gave rise to a “plausible causal relationship” between Zicam and anosmia despite their
lack of statistical significance,® subsequent courts might find particular adverse event reports immaterial
as a matter of law because they do not give rise to such a relationship at least in part because of their
statistical insignificance.5?



Moreover, although it did not add any new doctrine to Basic’s materiality element, the Matrixx
Court further explained that “[e]ven with respect to information that a reasonable investor might consider
material, companies can control what they have to disclose under [§10(b) of the Securities Exchange Act
and Rule 10b-5] by controlling what they say to the market.”®® This point was recently addressed in the
decision of In Re Sanofi-Aventis Securities Litigation.>* In Sanofi-Aventis, the Southern District of New
York denied dismissal of a securities fraud complaint which alleged that Sanofi-Aventis SA, a French
pharmaceutical company, “misled investors regarding the commercial viability of imonabant,” an obesity
drug. Plaintiffs alleged that “Sanofi publicly touted rimonabant and released only good news about
rimonabant,” simultaneously “withholding bad news” concerning a potential link between rimonabant and
suicidal tendencies.® Relying on Matrixx, the District Court held that the defendants were “not entitled to
dismissal of the [complaint] on the basis that they lacked a duty to disclose the suicidality information.”®
Although a company may have no affirmative obligation to make any disclosures, the District Court
found that because Sanofi was “regularly commenting about a pending [FDA] application” for rimonabant,
the company had “an unwaivable duty to be both accurate and complete when it spoke to investors”
regarding the product.%”

VI. Practical Guidance

The Matrixx Court’s balancing inquiry also provides some practical guidance for firms to decide
whether information is material and must be publicly disclosed. While keeping in mind that statistical
significance is still relevant, a company should consider the substance and source of potentially negative
information and its significance to the company as a whole. Information relating to a small portion of the
company’s revenue and earnings may very well be immaterial.®®
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